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Preface 
Applicability 
At the t i m e of the issuance of t he ini t ia l exposure d r a f t of t he a u d i t guide, 
t he C o m m i t t e e reserved decision as to t he app l i cab i l i ty of p a r t s of t h e guide to 
m u t u a l life insurance companies . D u r i n g a n d subsequen t to t he exposure 
period of t h e d r a f t of t h e guide, s u b s t a n t i a l cons idera t ion was given to w h e t h e r 
m u t u a l life insurance compan ies should be requ i red to p resen t f inanc ia l 
s t a t e m e n t s in the same form a n d following the same accoun t ing pr incip les as 
stock companies . T h e n a t u r e of m u t u a l life insurance c o m p a n y opera t ions , as 
d is t inguished f rom the opera t ions of stock life insurance companies , a n d the 
purpose of m u t u a l life insurance c o m p a n y f inanc ia l s t a t e m e n t s were t he 
p r inc ipa l considerat ions . 
Some m e m b e r s of t he C o m m i t t e e bel ieved t h a t the guide should a p p l y to 
m u t u a l companies a n d to stock companies ; o thers bel ieved t h a t some, b u t not 
all, of the pr incip les of accoun t ing a n d repor t ing for stock compan ies should be 
app l i cab le to m u t u a l companies ; a n d o thers bel ieved t h a t r egu la to ry account -
ing a n d repor t ing p rac t i ces for m u t u a l life compan ies should be considered to 
be in confo rmi ty wi th genera l ly accep t ed accoun t ing principles . T h e r e was no 
consensus on a n y of these views. However , t he C o m m i t t e e recognized t h a t 
t he re is a need for an a u d i t guide for stock companies , a n d the re is genera l 
a g r e e m e n t as to t he a p p r o p r i a t e accoun t ing a n d repor t ing pr incip les for these 
companies . Consequen t ly , the C o m m i t t e e believes t h a t the needs of the s i tua-
t ion a re bes t served b y publ i sh ing a n a u d i t guide which appl ies to stock life 
insurance companies b u t not to m u t u a l compan ies unt i l app l i cab i l i t y of 
genera l ly accep ted accoun t ing pr inc ip les to m u t u a l life in su rance compan ies 
has been de t e rmined . 
N o t w i t h s t a n d i n g the foregoing, P a r t I, t h a t section of P a r t I I I en t i t l ed 
"Re l i ance on Ac tua r i e s , " and Append ix D, " S u p p l e m e n t a r y I n t e r n a l Contro l 
S t r u c t u r e Ques t ionna i re for L i fe I n s u r a n c e C o m p a n i e s , " a n d Append ix E, 
"Glossary of T e r m s , " should be used b y aud i to r s as a guide for a u d i t s of 
m u t u a l life insurance companies . In addi t ion , p r inc ipa l accoun t ing policies 
a n d p rac t i ces of m u t u a l life insurance companies should be disclosed, as 
requ i red b y Accoun t ing Pr inc ip les Board (APB) Opinion No. 22, Disclosure of 
Accounting Policies. Such disclosures should normal ly include those requ i red 
for o ther business en te rpr i ses . T h e following should be considered in d e t e r m i n -
ing add i t iona l disclosures to be made : 
a. A genera l s t a t e m e n t t h a t t he f inanc ia l s t a t e m e n t s have been pre-
pa red on the basis of accoun t ing prac t ices prescr ibed or p e r m i t t e d 
b y insurance regu la to ry au thor i t i es . 
b. M e t h o d of accoun t ing for acquis i t ion costs, m a i n t e n a n c e a n d set t le-
m e n t costs. 
c. Reserv ing me thods a n d descr ip t ion of m o r t a l i t y t ab les a n d in teres t 
r a t e s used. 
d. M e t h o d of accoun t ing for d iv idends to policyholders. 
e. M e t h o d of accoun t ing for income taxes. 
f. T r e a t m e n t of n o n a d m i t t e d assets a n d m a n d a t o r y securi t ies va lua -
tion reserve. 
Effective Date 
Audi t guides genera l ly do not requ i re an e f fec t ive da t e . However , because 
the res t r ic t ions on expression of re l iance on ac tua r i e s a n d the r e q u i r e m e n t s for 
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qual i f ied , adverse or d isc la imed opinions discussed in P a r t I I I will change 
p rac t i ce which has here tofore been accep tab le , such res t r ic t ions a n d requi re-
m e n t s will not be e f fec t ive wi th respect to aud i to r s ' r epor t s on f inanc ia l 
s t a t e m e n t s for per iods end ing before D e c e m b e r 31, 1973. However , where 
p rac t i cab le , i ndependen t publ ic a c c o u n t a n t s should encourage ear ly adop t ion 
of the pr incip les of accoun t ing a n d f inanc ia l r epor t ing discussed in P a r t I I . 
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Chapter 1 
Introduction 
1.01 As indicated in the preface, this audit guide is applicable principally 
to stock life insurance companies. I t has been prepared to provide guidance to 
independent auditors in auditing and reporting on financial statements of life 
insurance companies. I t contains information concerning the nature and 
conduct of the life insurance business, accounting practices prescribed or 
permitted by insurance regulatory authorities, the differences between regula-
tory practices and generally accepted accounting principles, auditing proce-
dures and reports related to life insurance companies. 
1.02 The accounting and reporting principles discussed in Part I I are 
significant changes from existing practice. Their adoption in practice is likely 
to result in problems and questions. I t was not practical in the guide to discuss 
all of the problems that could arise in the application of these principles or to 
identify or suggest solutions to some existing problems. Further experience in 
the implementation of the guide will undoubtedly lead to improvements. The 
Committee and industry groups will continue to work to provide additional 
guidance. 
Organization 
1.03 The guide has been organized into the following sections: 
• Part I deals with the nature and conduct of the business and 
accounting and reporting practices prescribed or permitted by regu-
latory authorities. It also includes outlines of suggested auditing 
procedures applicable, to accounts maintained in conformity with 
regulatory practices. 
• Part I I discusses the differences between regulatory practices and 
generally accepted accounting principles and sets forth appropriate 
guidelines for accounting and financial reporting in conformity with 
generally accepted accounting principles. I t also includes suggested 
additional auditing procedures resulting from the application of 
generally accepted accounting principles. 
• Part I I I describes the various circumstances under which auditors 
may be required to give opinions and sets forth examples of opinions 
to be given in the circumstances. 
• Appendix A includes illustrative financial statements for a company 
reporting in conformity with generally accepted accounting princi-
ples and supplementary data required to reconcile net income and 
stockholders' equity presented in financial statements prepared in 
accordance with regulatory practices to such amounts determined in 
conformity with generally accepted accounting principles. 
• Appendix B discusses the procedures involved in accounting for the 
deferral and amortization of acquisition costs. 
• Appendix C discusses deferred income taxes applicable to life insur-
ance companies which are taxed under the Life Insurance Company 
Income Tax Act of 1959. 
• Appendix D is a suggested internal control structure questionnaire 
intended to be used as a supplement to general internal control 
structure questionnaires. It is designed to assist the auditor in 
obtaining an understanding of the internal control structure of the 
life insurance company whose accounts are maintained in conform-
ity with regulatory practices. 
• Appendix E is a glossary of terms commonly used in the life 
insurance industry. 
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Nature and Conduct of Business 
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Chapter 2 
History and General Nature of Business 
2.01 The function of insurance is to provide for the pooling of risks among 
many persons who are exposed to similar risks. The primary purpose of life 
insurance is to provide financial assistance at the time of death. The long 
period of coverage involving the risk of death, a risk which increases with age, 
is the distinguishing characteristic by which life insurance is set apart from 
other forms of insurance. 
2.02 Life insurance is a relatively modern development, although its 
origin has been traced back to around 1700 in England. Other forms of 
insurance were in existence long before life insurance. The development of life 
insurance required a greater sales effort and resulted in the full-scale agency 
system. 
2.03 One of the earliest forms of life insurance was administered on an 
assessment basis. Under this plan the surviving members of a group would be 
assessed so that a certain amount could be paid to the beneficiary of a 
deceased member of the group. This form of life insurance had inequities as 
well as practical limitations. Obviously, it was often difficult, and sometimes 
impossible, to collect an assessment from all members. With the development 
of mortality tables, it became possible to charge a more equitable premium 
based upon the probability of death of an individual within his own age group. 
2.04 Since many individuals found an increasing premium objectionable, 
the level premium concept was introduced. Today most life insurance is sold 
on a level premium basis under which the annual premium remains constant. 
Under this plan, the amount of the premium is based upon an assumed 
interest rate, and upon the frequency of deaths according to the mortality 
table used by the insurance company. The premiums collected, after deducting 
benefits and other costs each year, are accumulated at interest. This accumu-
lation, when combined with future net premiums and future investment 
income should generate a sum sufficient to pay the claims resulting from the 
deaths of the members of the insured group. The liability which corresponds to 
this fund is referred to as the "policy reserve." See paragraphs 3.33 through 
3.45, "Premiums," for a further discussion of this subject. 
2.05 Life insurance companies may also issue policies on some or all of the 
lives in a particular group—such as employees of a company. The accounting 
for group policies differs in a number of respects from that required for policies 
on individual lives. Much of the record-keeping for some group policies is 
handled by the insured groups and transactions are reported periodically to 
the insurance company. Premiums are often adjusted based on experience. 
2.06 Life insurance companies also write annuity policies, on either an 
individual or a group basis, under which the insured (annuitants) receive fixed 
payments over varying periods. A recent innovation in the field of annuities is 
the "variable annuity" under which amounts paid in during the "accumula-
tion period" are invested in common stocks with the annuity payments based, 
in part, on the investment performance of such stocks. 
2.07 Another major line of business for the life insurance industry is 
health insurance (accident and health). This type of insurance takes many 
forms, and can be on an individual or group basis. Generally speaking, the 
broad coverages of accident and health insurance are for loss of income and for 
hospital and medical expenses. 
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6 Stock Life Insurance Companies 
Types of Organizations 
2.08 The following are the pr incipal types of life insurance organizat ions: 
2.09 Stock Companies. A stock c o m p a n y is a corporat ion organized to 
earn prof i ts for its stockholders by per forming services for the benef i t of its 
policyholders and their beneficiaries. General ly , the stockholders are not liable 
in case of b a n k r u p t c y or i m p a i r m e n t of capi ta l . In most s ta tes , stock compa-
nies m a y issue both pa r t i c ipa t ing and nonpa r t i c ipa t ing policies. Pa r t i c ipa t i ng 
policies are those under which a port ion of the earnings arising f rom those 
policies are re tu rned to policy owners in the form of dividends. Nonpar t i c ipa t -
ing policies are those under which the policyowners have no r ight to share in 
the earnings of their policies. 
2.10 Mutual Companies. A m u t u a l c o m p a n y is an incorpora ted en t i t y 
wi thout p r iva te ownership in teres ts which opera tes for the benef i t of its 
policyholders and their beneficiaries. W i t h l imited exceptions, m u t u a l compa-
nies issue only pa r t i c ipa t ing policies. In a m u t u a l company , pa r t i c ipa t ing 
policyholders have the r ight to vote for members of the company ' s board of 
directors or t rus tees . In some states , the insurance laws provide t h a t upon 
l iquidat ion of a m u t u a l insurance company , the net assets are d i s t r ibu ted 
among the existing policyholders of the company , and the prior policyholders 
have no claim agains t such assets. 
2.11 Fraternal Benefit Societies. A f r a t e rna l benef i t society resembles a 
mu tua l insurance company in t ha t , a l though incorporated, it does not have 
capi ta l stock, and it opera tes for the benef i t of its members and their 
beneficiaries. Policyholders pa r t i c ipa t e in the earnings of the society and the 
policies s t ipu la te t h a t the society has the power to assess its members should 
the legal reserves become impai red . M a n a g e m e n t of a f r a t e rna l benef i t society 
is a r epresen ta t ive form of government whereby members elect delegates to a 
nat ional convention which in t u rn elects the officers and directors. F r a t e r n a l 
benef i t societies opera t ing under a lodge system are exempt f rom federal 
income taxat ion . 
2.12 Assessment Companies. An assessment c o m p a n y is an organized 
group with similar interests such as a religious denomina t ion or a professional 
group. Assessment companies represent only a minor segment of the indus t ry . 
In m a n y s ta tes no new assessment companies can be organized; most such 
existing companies have reorganized on a "legal reserve assessment company 
bas is" which means t h a t they charge a fixed p r e m i u m and ma in t a in the 
reserves required by law, b u t re ta in the r ight to call for addi t ional p remiums . 
These companies are required by law to charge no less t han the required 
m i n i m u m ra tes and also to have an assessment clause only unti l such t ime as 
they accumula t e surplus in excess of the legal m i n i m u m requ i rement . 
2.13 The types of organizat ion m a y vary , depending upon specific s t a t e 
regulations. 
Operating Organizations 
2.14 T h e in terna l organizat ions of companies a re general ly divided in to 
two broad segmen t s—home office and field operat ions. 
2.15 Home Office. T h e business of a typica l home office of a life insurance 
company m a y be depa r tmen ta l i z ed according to the following funct ions: 
• Agency depa r tmen t—respons ib l e for sales promotion, supervision of 
field forces and sales t ra in ing. 
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• Underwr i t ing depa r tmen t—respons ib l e for the evalua t ion of risks 
and the issuance of policies. 
• Policy service depa r tmen t—respons ib l e for servicing changes in 
policies per ta in ing to such i tems as address, benef ic iary and mode of 
paymen t ; for not if icat ion and collection of p r e m i u m s due; for con-
serving business; and for p a y m e n t of benef i t s and claims. ( In m a n y 
companies these func t ions are per formed by other d e p a r t m e n t s . ) 
• Actuar ia l depa r tmen t—respons ib l e for de te rmin ing p r e m i u m rates, 
nonforfe i ture values, ca lcula t ing and ver i fy ing the adequacy of 
policy reserves, de te rmin ing dividends on pa r t i c ipa t ing policies, 
designing new policies, ana lyz ing experience and assist ing in long 
range planning. 
• I n v e s t m e n t depa r tmen t—respons ib l e for manag ing the company ' s 
inves tments . 
2.16 In addi t ion to the above, there will usually be other func t ions typical 
of business operat ions in general. 
2.17 Field Operations. For field opera t ions most companies employ ei ther 
the general agency or b ranch office system or some combinat ion thereof and 
may , in addit ion, rely on brokers to sell life insurance. 
2.18 The dis t inct ion between a general agent , a b ranch office salesman 
and a broker is based on the n a t u r e of their re la t ionship to the insurance 
company . In all cases, they submit appl ica t ions for insurance to the c o m p a n y 
for acceptance or rejection. A general agen t usual ly is an independen t contrac-
tor. A b ranch office sa lesman m a y be an employee of the insurance company , 
an independent cont rac tor , or an employee of the general agent . A broker is an 
independent agent who places business with var ious companies . T h e vested 
r ights to renewal commissions depend on con t rac tua l agreements . Genera l 
agen ts and brokers commonly have vested r ights to commission; however, 
b ranch office salesmen m a y not have vested commission rights. 
2.19 General agency—A general agency is of ten g ran ted an exclusive 
te r r i tory in which to produce business for the company , a l though this prac t ice 
varies among companies and f r equen t ly does not app ly to those companies 
opera t ing in met ropol i tan centers . Genera l agents agree to promote the com-
p a n y interest , p a y their own expenses (except as r e imbursemen t m a y be 
provided for by contrac t ) , ma in t a in a sa t i s fac tory agency force and secure sub-
agents . They per form services in connection with securing appl ica t ions for 
insurance and the issuance of policies. Genera l agen ts are compensa ted pri-
mar i ly on the basis of a percen tage of the p r e m i u m s they produce plus cer ta in 
allowances. This m a y be a gross percen tage out of which the general agen ts 
p a y the sub-agents whom they appo in t or the brokers f rom whom they secure 
business or it m a y be a specific overr iding commission, wi th sub-agents ' 
commissions paid direct ly by the company . 
2.20 Branch office—The branch office is opera ted by a m a n a g e r who is 
usually a salaried employee of the company , and whose compensat ion m a y be 
pa r t ly based on product ion. Branch office salesmen are of ten called field 
underwri ters . Expenses of the b ranch office are usually pa id by the home 
office. 
2.21 Brokers—Insurance brokers a re independen t agen ts who solicit busi-
ness and place it wi th var ious companies . T h e y submi t appl ica t ions for 
acceptance or rejection di rect ly to the company , through a general agency or 
its sub-agents, or through other brokers. 
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2.22 Other field operations—Some companies sell debit (or account) 
insurance in small amounts through door-to-door salesmen; these policies may 
be issued on either ordinary or industrial policy forms. Premiums on such 
insurance are generally collected on a weekly or monthly basis. Some compa-
nies obtain new business through mail order solicitation, personal referrals, 
news media advertising, telephone, and other methods. 
Reinsurance 
2.23 Life insurance companies insure a great many persons and collect 
from them amounts expected to be sufficient in the aggregate to meet all 
benefits and expenses as they become payable. To accomplish this purpose, the 
company must insure a large enough number of persons for the law of averages 
to operate. Frequently, however, an insurance company may write a policy on 
a risk for an amount which is either beyond its financial capacity to absorb or 
in excess of an amount it is willing to absorb. Therefore, it will reinsure a part 
of the risk with another insurance company retaining only as much as it can or 
is willing to absorb. Most companies usually set a limit on the amount of risk 
they will retain. This limit is called their retention and may differ depending 
on a person's age or whether that risk is standard or substandard. The 
company transferring the risk is called the ceding company, and the company 
to which the risk is transferred is called the assuming company or the 
reinsurer. 
2.24 The term reinsurance also applies to the "sale" of all or a part of a 
company's insurance in force to another company. In this case, the policy 
service responsibility (collection of premium, etc.) is transferred to the assum-
ing company and all relations with the writing company are terminated. Such 
a transaction may arise upon the insolvency or liquidation of a company or 
may be instituted by management decision (with regulatory approval) to sell a 
portion of the business. 
2.25 The principal types of reinsurance agreements are discussed in 
paragraphs 3.27 through 3.32. 
Regulation 
2.26 State. The insurance industry is a business vested with the public 
interest; an insurance company acts in a fiduciary capacity and thus requires 
regulation. Statutes in all states provide for the organization and maintenance 
of an insurance department charged with the responsibility of supervising 
insurance companies and enforcing their compliance with the law. 
2.27 While statutes vary, their principal objective is the development and 
enforcement of measures directed toward solvency, fair dealings with policy-
holders and uniform financial reporting. 
2.28 The statutes generally restrict insurance companies to certain types 
of investments; prescribe methods of valuation of securities and other assets; 
require maintenance of minimum reserves, capital, and surplus; and define 
those assets not permitted to be reported as "admitted assets" in annual 
statements filed with insurance departments. (See paragraphs 5.08 through 
5.11, "Nonadmitted Assets.") 
2.29 Usually the statutes also provide for certain standard provisions to 
be incorporated in policies and for the insurance department to review and 
approve the various forms of policies. Agents, brokers and salesmen must 
qualify for licenses granted by the insurance department before they may 
solicit insurance business. 
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2.30 The statutes provide for the filing of annual or other periodic 
statements, in prescribed form, with the insurance departments and for the 
examination of insurance companies by the insurance departments at stated 
intervals. Annual statements are required to be filed on a calendar year basis. 
2.31 In the majority of states, organization of insurance companies may 
not be undertaken without the authorization of the insurance department. In 
those states where such authorization is not required, approval of the insur-
ance department is usually necessary for the completion of organization. 
2.32 Most insurance departments consist of an insurance director, com-
missioner or superintendent-in-charge having one or more deputies, staffs of 
examiners, actuaries, attorneys, and clerical assistants. A commissioner is 
usually given many discretionary powers and authority to issue rules and 
regulations necessary to assure compliance with the statutes he is required to 
enforce. 
2.33 National Association of Insurance Commissioners. The commission-
ers of the various states organized the National Association of Insurance 
Commissioners (NAIC) which meets semiannually to deliberate on various 
subjects of interest to insurance regulatory authorities. The Association has a 
number of standing committees that meet throughout the year to develop 
various plans and proposals for submission at the semiannual meetings of the 
commissioners. Although the findings of the Association are not in themselves 
binding on any state, its recommendations for new rules or procedures or for 
changes in the old ones are usually accepted and adopted by the states in the 
form of appropriate legislation or regulations. 
2.34 Important activities of the NAIC include financial reporting and 
examination. Special committees have developed and are maintaining a uni-
form annual statement and an examiner's manual which is in the nature of an 
audit program. 
2.35 To minimize duplication of examinations, the NAIC designed uni-
form "association examination" procedures. For this purpose, the country is 
divided into six zones with one state commissioner in each zone designated as 
chairman of that zone. Whenever a domiciliary state decides that an insurance 
company within its jurisdiction is subject to association examination, it noti-
fies the executive secretary of the NAIC who advises the chairmen of all the 
zones, designating those zones eligible to participate on the basis of the 
writings within the zone. The chairman of each zone eligible to participate 
designates one of the states within his zone to represent the zone in the 
examination. The examining staff, therefore, consists of the domiciliary state 
examiner, who supervises the examination, and also of representatives of all or 
some of the zones in which the company transacts business. The report of the 
association examination is filed with the chairman of each zone. The associa-
tion examination generally satisfies the statutory examination requirements of 
each state in which the company transacts business, thereby eliminating the 
duplication which would occur if each state conducted its own examination of 
all companies within its jurisdiction. The auditor should review the report on 
examination for company compliance therewith. 
2 . 3 6 * Securities and Exchange Commission. Despite certain exemptive 
provisions of the Securities Exchange Act of 1934, the shares of a number of 
stock life insurance companies are registered with the Securities and Exchange 
Commission. Some companies that have registered under the 1934 Act have 
done so in connection with the listing of their shares on a national securities 
* Note—Generally, the exemptions from SEC filings discussed in these paragraphs no longer 
exist. [Updated information for SEC registrants will be provided in a future revision.] 
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exchange. Others have been required to register under the 1934 Act because 
they have formed holding companies , which are not life insurance companies 
and , as such, do not qua l i fy for exemption f rom regis t ra t ion under the 1934 
Act. Companies , including life insurance companies , registered under the 1934 
Act mus t comply with annua l and periodic repor t ing r equ i r emen t s and are 
subject to the proxy solicitation and insider t r ad ing rules. Life insurance 
companies mak ing public offerings are required to register such offer ings 
under the Securit ies Act of 1933 and mus t t he r ea f t e r unde r t ake to comply 
with the annua l and periodic repor t ing r equ i remen t s of the 1934 Act; however, 
these companies are not under the proxy solicitation or insider t r ad ing rules of 
such Act so long as they meet the a t t e n d a n t r equ i remen t s for exemption 
theref rom. Repor t s submi t t ed to the Commission, including prospectuses and 
proxy s t a t emen t s , mus t general ly be in accordance wi th the appl icable pub-
lished rules and regulat ions of the Securi t ies and Exchange Commission, 
including those for form and content of f inancial s t a t e m e n t s prescribed by 
Article 7A of Regula t ion S-X. 
2 .37* At present , life insurance f inancia l s t a t e m e n t s a re exempt f rom 
cer t i f icat ion in repor ts or regis t ra t ion s t a t e m e n t s filed under the Securi t ies 
Exchange Act of 1934. F o r m 10 is the general form for regis t ra t ion of 
securit ies p u r s u a n t to Section 12 of the 1934 Act and Form 10-K is the general 
form for annua l reports the reunder . T h e Securit ies and Exchange Commission 
in M a y 1971 issued a notice of a proposed a m e n d m e n t to delete this exempt ion 
for insurance companies f rom cer t i f icat ion; however, the exemption was 
re ta ined in order to pe rmi t the account ing profession, in collaboration wi th the 
insurance indus t ry , to develop and p romulga te account ing guidelines for life 
insurance companies which will enable the f inancia l s t a t e m e n t s of such com-
panies to be cert i f ied in accordance with general ly accepted account ing 
principles. Th is exempt ion is not avai lable under the Securi t ies Act of 1933. 
Thus , the f inancia l s t a t e m e n t s of a life insurance c o m p a n y are required to be 
cert if ied when they are included in regis t ra t ion s t a t e m e n t s for the offer ing of 
its own securit ies for sale under Form S-1, for example, or for the offer ing of 
securit ies for sale under F o r m S-6 by its s epa ra t e account business for var iab le 
annui t ies or other s epa ra t e account business for which the life insurance 
company is ac t ing as sponsor. 
Mechanics of Recording Transactions 
2.38 Most life insurance companies m a i n t a i n their general ledger on a 
cash basis b u t p repa re thei r s t a t u t o r y f inancia l s t a t e m e n t s on a modif ied 
accrual basis. These s t a t e m e n t s v a r y f rom general ly accepted account ing 
principles as def ined in P a r t I I . The a d j u s t m e n t s necessary to conver t the 
accounts f rom a cash to an accrua l basis are not usual ly recorded on the books. 
Ins tead , these are usually recorded on working papers . 
2.39 One reason for the use of cash basis account ing by life insurance 
companies is t h a t a life insurance c o m p a n y general ly conducts its business on 
a cash basis. Another reason is t h a t ce r ta in of the exhibi ts conta ined in the 
annua l s t a t e m e n t s filed with regula tory au thor i t i es requi re detai ls of income 
a n d expense i t ems on a cash basis wi th only the to ta ls being ad jus t ed to an 
accrual basis. Since the accounts under ly ing the income and d i sbursement 
pages of the annua l s t a t e m e n t (usual ly referred to as the "convent ion b l a n k " 
or the "Association s t a t e m e n t " ) do not ref lect all f inancia l t r ansac t ions which 
occur dur ing the period, the t r ia l ba lance t aken f rom a life insurance com-
* Note—Generally, the exemptions from SEC filings discussed in these paragraphs no longer 
exist. [Updated information for SEC registrants will be provided in a future revision.] 
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pany's general ledger is incomplete compared to the usual commercial enter-
prise. 
2.40 Because of the use of cash basis accounting for recording purposes 
and accrual basis accounting for reporting purposes, assets are referred to 
either as "ledger assets" (those assets recorded on the books, such as cash, 
bonds and stocks, mortgage loans, furniture and fixtures, etc.) or as "non-
ledger assets" (those assets not recorded on the books, generally consisting of 
premiums deferred and uncollected, investment income due and accrued, 
adjustments for unrealized appreciation or depreciation from cost to market 
values, etc.). 
2.41 Some items recorded in the general ledger, such as furniture and 
fixtures and certain agents' balances are considered "non-admitted" assets for 
statutory purposes and are, therefore, excluded from the statutory balance 
sheet. 
2.42 In addition to "ledger assets" and "non-ledger assets," there are 
"ledger liabilities" and "non-ledger liabilities." For most life insurance compa-
nies, "ledger liabilities" consist of liabilities arising directly from cash transac-
tions, such as payroll deductions, remittance and items not allocated, etc., 
while "non-ledger liabilities" consist of liabilities that do not arise as a direct 
result of cash transactions, such as policy reserves, claims liabilities, etc. 
2.43 For financial statement purposes, and for the statutory Association 
statement, a life insurance company must maintain records of claims pending, 
paid, compromised, or resisted. A "claim register" is usually maintained to 
provide a record of claims and their disposition. Since the disbursement journal 
will only record the actual cash paid, the claim register will be the usual source 
for the auditor to verify the exposure of the company for pending or disputed 
claims, and the effect upon the inventory of policies entering into the compu-
tation of the life reserves at year end. 
2.44 The reserve for life insurance and other contracts, which is normally 
the largest liability of the insurance company, does not usually appear on the 
general ledger, but in a subsidiary record. The policy reserve file, in spite of its 
importance and size, is not part of the bookkeeping system and is not under 
general ledger control; thus, it must be inventoried at the reporting date. (See 
chapter 6, "Liabilities," for a discussion of auditing procedures.) 
2.45 The typical life insurance company will record most of its assets on 
its books, since most of its assets normally arise from cash transactions. 
However, it will record very few of its liabilities, since very few of its liabilities 
are the direct result of cash transactions. Therefore, the auditor will normally 
find an account on the books entitled, "Excess of assets over liabilities," 
"Balance account," or some similarly entitled account. This account is usually 
the balancing figure between ledger assets and ledger liabilities and will 
include ledger capital for those companies where ledger capital is not sepa-
rately stated on the books. I t is only in combination with the year-end 
inventories of non-ledger assets and non-ledger liabilities that the "Balance 
account" has any meaning for financial statement purposes. 
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Insurance Operations 
3.01 Revenue from insurance operations generally consists of premiums 
and revenue produced through reinsurance agreements. Considerations for 
supplementary contracts and dividends left to accumulate at interest are 
included as income in life insurance company annual statements but are not 
true revenue since they are merely a reapplication of funds arising from policy 
proceeds and dividends. 
Types of Policies and Contracts 
3.02 Policies and contracts usually issued by a life insurance company 
may generally be designated by the following broad classifications: 
1. Life insurance policies. 
2. Annuity contracts. 
3. Accident and health contracts. 
In addition, certain life insurance companies may issue policies which incorpo-
rate features of two or three of the broad categories shown above (e.g., an 
insurance-with-annuity policy). Each of the types of policies is commonly 
issued both on a participating and on a nonparticipating basis. 
3.03 Life Insurance Policies. Life insurance coverage consists of the 
following basic classes: 
1. Whole-life. 
2. Endowment. 
3. Term. 
4. Other. 
3.04 Whole-life policies provide insurance over the insured's entire life 
and the proceeds (face amount) are paid only upon death of the insured. A 
level premium is usually paid for policies of this type; and the premium may 
be paid in annual or more frequent modes. An ordinary-life (straight-life) 
policy stipulates that premiums are to be paid during the life of the insured. A 
limited-payment policy is one for which premiums are payable over a stipu-
lated period of time (10, 20, 3 0 years, etc.). A single-premium policy requires a 
lump-sum payment at the inception of the policy. 
3.05 Endowment policies provide insurance protection over the term of 
the endowment (i.e., from inception of the policy to the maturity date). Such 
contracts stipulate payment of the face amount of the policy to a beneficiary 
if the insured dies during the endowment period. However, if he is still living 
at the maturity date, the insured will receive the face amount of the policy. 
Endowment contracts can mature at a specified age of the insured or at the 
end of a specified period of time. The premiums for contracts of this nature are 
usually payable over the endowment period, but the premiums can be on a 
single-payment or limited-payment plan. 
3.06 Both whole-life and endowment policies contain nonforfeiture or 
similar clauses which provide for a value in cash or some other form of 
insurance to be available in the event of failure to continue the required 
premiums. 
3.07 Term policies provide insurance over a specified period of time. I f 
the insured dies during this term, the face amount of the policy will be paid to 
his beneficiary. Policies for term insurance which are written for relatively 
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short periods of time commonly grant the policyholder the right to renew for 
an additional period or periods up to a maximum age, such as 6 0 or 65, 
without requiring additional evidence of insurability. Rights to convert to 
whole-life or endowment contracts may also be included in the contract. Term 
contracts may also be made for a period which will end when the insured 
reaches a certain age (for example, age 6 0 or 65). Since the premium for term 
insurance provides for neither maturity benefits nor higher death rates at 
advanced ages, such policies do not usually accumulate cash surrender values. 
Collection of premiums for individual insurance may be by mail, where a 
notice of premium due is sent to the payor, or may be on the debit basis 
whereby an agent regularly calls at the home of the insured to collect small 
premium amounts. Usually, the more popular plans of debit life insurance are 
industrial plans paid up at age 65 or 70 or 10-pay or 20-pay life. Ordinary 
plans may also be administered on the debit basis. 
3.08 In addition to individual policies, life insurance companies offer 
group life insurance, which insures lives of a group of persons under a single 
master contract. Insurance of this type is customarily written on a yearly 
renewable term basis although some permanent group life is sold. 
3.09 In addition to the policies and contracts for life insurance mentioned 
above, there are other life insurance contracts which are becoming more 
prominent, such as credit life insurance. This form of insurance is generally 
issued in connection with the issuance of credit to an individual by a bank, 
retailer, finance company, or other similar organizations. This type of insur-
ance most often protects the creditor to the extent of the unpaid balance of the 
loan in the form of decreasing term insurance; however, some credit life 
insurance is sold on a level-term basis. 
3.10 In addition to the wide variety of whole-life and endowment policies 
which are available from life insurance companies, the basic policies can be 
supplemented by the use of riders which are attached to and made a part of 
the contract. I t is fairly common to provide for waiver of premiums through 
the use of a rider in the event of disability of the insured or for an accidental 
death benefit. The typical accidental death benefit is often referred to as 
double indemnity which means that the company will pay twice the amount of 
the policy if the insured dies through accidental means. 
3.11 Annuity Contracts. An annuity contract is an arrangement whereby 
an annuitant is guaranteed to receive a series of stipulated amounts commenc-
ing either immediately or at some future date. Annuity contracts are issued to 
individuals or to groups. Group annuities are often the vehicle used to provide 
for a company's pension obligations to its employees. 
3.12 The main types of annuities are the following: 
3.13 Straight-life annuity—The straight-life annuity provides for periodic 
payments to the annuitant as long as he lives. Death of the annuitant 
constitutes completion of the contract and no further payments are made by 
the insurance company. 
3.14 Life annuity with a period certain—The life annuity with a period 
certain works essentially the same way as the straight-life annuity, except 
that if the annuitant dies before the end of the specified period, payments are 
continued to a beneficiary until the specified number of payments is com-
pleted. 
3.15 Refund annuity—The refund annuity is similar to the annuity 
certain. There are two variants of this type of annuity. Under the cash refund 
annuity, a lump-sum payment is made at the death of the annuitant equal to 
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the excess, if any, of the purchase price of the annuity over the sum of the 
annuity payments made to date of death. The installment refund annuity 
provides that annuity payments are to continue to a beneficiary after the 
death of the annuitant until the sum of all payments made equals the 
purchase price. 
3.16 Joint and survivorship annuity—The joint and survivorship annuity 
provides for the continuation of payments after the death of one of the 
annuitants during the lifetime of the surviving annuitant. 
3.17 Variable annuity—At present, variable annuities for individuals or 
groups are being introduced throughout the life insurance industry. A variable 
annuity is an annuity which includes a provision for benefit payments which 
vary in accordance with investment experience. The considerations for a 
variable annuity are usually invested in a separate account in which the value 
of the contract share varies according to the performance of the separate 
account before the commencement of annuity payments as well as after. Some 
variable annuities provide for a guaranteed minimum death benefit during the 
annuity consideration accumulation period. 
3.18 Accident and Health Insurance Contracts. There is a great variety of 
accident and health contracts which life insurance companies may issue, but 
most contracts can be generally categorized as follows: 
1. Protection against loss of income through partial or total disability. 
2. Reimbursement of expenses 
a. Hospital expenses, laboratory services, drugs, and so forth. 
b. Surgical or medical expenses. 
3.19 Much of the above coverage is currently being furnished under group 
contracts. Coverage furnished under individual contracts can be further subdi-
vided according to the insured's right to continue his policy and the limita-
tions on the insurer's right to increase premiums. 
Underwriting Procedures 
3.20 Selection of Risk. Underwriting procedures involve the selection of 
risks; applicants for insurance can be classified as standard risks at standard 
rates, as substandard risks at special rates, or as risks which are considered as 
uninsurable. Uninsurable risks are rejected and are not written by the insur-
ance company. 
3.21 Experience shows that more than 90% of the applicants for life 
insurance will fall under the classification of risks that are insurable at 
standard rates. Approximately 5 or 6% of the applicants fall into the classifi-
cation of substandard risks, and the balance of applicants are considered 
uninsurable risks. 
3.22 An application for life insurance requires information such as the 
applicant's age, sex, occupation, and marital status. I t also includes other 
basic information, most of which relates to historical information about the 
applicant. The application should also contain comments by the agent which 
might have an effect upon the insurability of the applicant or the class in 
which he may fall for insurance rating purposes. 
3.23 A medical report may be completed before the risk is submitted to 
the life insurance company for review. This report usually has two parts. The 
first part contains questions related to medical history, which the applicant 
answers with the assistance of a medical examiner designated by the company. 
If the medical history does not appear routine, the medical examiner will 
probably request additional information from the applicant's physician. The 
AUG-SLI 3.23 
16 Stock Life Insurance Companies 
second part of the medical report is a summary of the examining physician's 
findings. A medical examination may or may not be required depending on the 
amount of insurance applied for, the age of the applicant or other factors. 
Each company has its own guidelines in this regard; in any event, the 
application is likely to include health questions. 
3.24 Another source of financial and personal information about the 
applicant is the inspection report which, for larger policies, is usually obtained 
from an independent agency. 
3.25 Based on the information contained in the application, the medical 
report, and the inspection report, the applicant is rated as a standard or 
substandard risk or as uninsurable. 
3.26 Issuance of the Policy. If an applicant is an insurable risk, a policy 
(contract) is prepared for insurance. This is generally done at the company's 
home office where a policy number is assigned to each policy and where overall 
numerical control of policies is maintained. After a policy is prepared and a 
policy number assigned, the policy is usually transmitted to the applicable 
general agent or branch office for delivery to the policyholder. The initial 
premium is collected at this time unless it was received with the application. 
Close control must be exercised over policies delivered but not paid for by the 
policyholders. Generally, the agent must remit the collected premium or 
return the prepared policy to the company within a specified period of time. 
Reinsurance, Ceded and Assumed 
3.27 In addition to any excess risk over the company's retention, which 
will be ceded to another insurance company, some life insurance companies 
will assume insurance risks from others. 
3.28 Reinsurance can be effected through agreement arranged on the 
following bases: 
1. Facultative reinsurance—Each risk or portion thereof is reinsured 
individually, the reinsurer having the option to accept or reject it. 
2. Automatic reinsurance—An agreed portion of business written is 
automatically reinsured, thereby eliminating the necessity for sub-
mitting each risk to the reinsurer for acceptance or rejection. 
3.29 The following are the most usual types of reinsurance agreements, 
though many variations exist: 
1. Yearly Renewable Term ( Y R T ) — T h i s is also called Annual 
Renewal Term (ART) and Risk Premium Reinsurance ( R P R ) . 
When reinsurance is ceded on this basis, the principal company 
purchases from the reinsurer one-year renewable term insurance for 
the net amount at risk (face less reserve) on the portion of the policy 
reinsured, at annual premium rates published by the reinsurer. 
Regardless of the original plan of insurance, the reinsurer sets up 
one-year term reserves on the net amount at risk, and the ceding 
company takes a corresponding reserve offset. The Y R T method 
transfers only the mortality risk to the reinsurer. 
2. Coinsurance—When reinsurance is ceded on a coinsurance basis, the 
ceding company pays the reinsurer the gross premium at the ceding 
company's rate on the portion reinsured. The reinsurer reimburses 
the ceding company for its commission outlay and usually pays an 
additional amount toward the ceding company's expenses. The 
reinsurer is liable for its share of policyholder dividends (as declared 
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by the ceding company), surrender values, death claims, and any 
other benefits covered by the premium. Thus, the reinsurer sets up 
reserves on the original plan basis and the ceding company takes a 
corresponding reserve offset. The effect of coinsurance is to transfer 
the surplus drain of the reinsured portion of new issues to the 
reinsurer (in addition, of course, to the mortality risk and risk of loss 
from early lapse). 
3. Modified coinsurance—May be described most simply as coinsur-
ance with mean reserves held by the ceding company. In addition to 
the transactions required by coinsurance, a "reserve adjustment" 
payment between reinsurer and ceding company is made each year. 
The reserve adjustment is calculated as the increase in mean 
reserves from one December 31 to the next, less an interest element, 
and may be positive (payable to the principal company) or negative 
(payable to the reinsurer). 
3.30 The legal rights of the insured are not affected by reinsurance. The 
company issuing the insurance policy remains liable for payment of policy 
benefits. 
3.31 Most ceding companies have a separate reinsurance unit or depart-
ment that maintains reinsurance records. The reinsurer usually bills the 
ceding company monthly. Reinsurance premiums are paid by the ceding 
company on an annual basis without regard to the mode of payment selected 
by the policyholder. 
3.32 Generally, the accounting entries for reinsurance ceded transactions 
are the opposite of the entries that arise from direct writing business, and the 
amounts for reinsurance transactions are usually netted against the related 
accounts in financial statements.* (For example, the premium account is 
decreased for premiums related to insurance ceded.) 
Premiums 
3.33 There are two types of premiums calculated by life insurance 
companies: gross premiums and net premiums. 
3.34 The gross premium is the premium charged the insured; it represents 
the actuary's judgment of the amount which must be charged to the policy-
holder to be competitive with other insurers and at the same time accumulate 
a fund which, together with interest, will be adequate to provide for all the 
policy benefits, acquisition costs and other expenses, margins for contingen-
cies, and the desired level of profits. 
3.35 The net premium for a policy is associated with calculation of the 
statutory reserve liability and is based on the assumptions as to mortality and 
interest used in calculating the statutory reserves. These assumptions must lie 
within certain limits prescribed by state insurance laws and thus do not 
necessarily bear any relationship to the mortality and interest rates assumed 
in computing the gross premium. 
3.36 The difference between the gross premium and the net premium is 
referred to as the "loading." The term loading is a misnomer since this 
difference is a hypothetical figure and does not necessarily represent an 
* FASB Statement No. 113, Accounting and Reporting for Reinsurance of Short-Duration and 
Long-Duration Contracts, specifies the accounting by insurance enterprises for the reinsurance 
(ceding) of insurance contracts and applies to financial statements for fiscal years beginning after 
December 15, 1992. 
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allowance for expenses and profit. In fact, some companies have gross premi-
ums for some plans and issue ages that are equal to, or less than, the net 
premium, thus producing zero or negative loadings. 
3.37 Generally, companies that write participating business charge more 
than for a comparable policy sold on a nonparticipating basis. However, most, 
if not all, of the extra amount may be returned to the policyholder in the form 
of dividends. For a discussion of dividends to policyholders, see pagagraphs 
3.51 through 3.64, "Benefits Under Policies and Contracts." 
3.38 Policyholders may elect to pay life insurance premiums in annual, 
semiannual, quarterly, or monthly modes. However, an additional charge is 
made if an annual premium is not paid because of the insurer's increased 
collection expenses, loss of interest, and, in some cases, extra mortality cost in 
the year of death. 
3.39 Usually, the agent selling the policy is empowered by the company 
to collect the premium that is initially due. However, after the initial pre-
mium has been paid, it is customary for the policyholder to be billed by the 
company. This procedure, of course, does not hold true in the case of debit life 
insurance for which the agent usually collects premiums at the policyholders' 
homes on a weekly, biweekly, or monthly basis. 
3.40 An increasingly popular form of collecting premium payments is the 
automatic check plan. Many companies now give the policyholder the option 
to authorize checks to be automatically drawn against his account on a 
monthly basis for the payment of premiums. Under such plans, the policy-
holder need not write a check; at the specified time during the month the 
company will simply draw a check on the policyholder's account. 
3.41 If premiums are not paid by the due date there is a grace period 
(perhaps 30 or 31 days) during which the premium may still be paid and the 
policy will not lapse. However, if a premium has not been paid by the end of 
the grace period and any additional time granted, the policy may be lapsed. 
When this occurs, the nonforfeiture option selected by the insured will go into 
effect. The policyholder may at some point request reinstatement, which may 
require evidence of insurability. Many policies provide for payment of unpaid 
premiums by an "automatic premium loan" (a) to the extent that the cash 
surrender value of the policy permits such a loan and (b) if, as provided by 
some policies, the insured has indicated that he wants this option to take effect 
any time that premiums have not been paid. 
3.42 One of the basic assumptions generally made in calculating the 
statutory policy reserve is that the net annual premium for each policy has 
been collected on the anniversary date of the policy regardless of the actual 
payment mode elected by the policyholder. To balance this overstatement of 
liability on policies on which the full yearly net premium has not yet been 
paid, a net deferred and uncollected net premium asset is set up. Therefore, 
the premium income for a life insurance company should include the 
equivalent of one net annual premium for each life insurance policy that is in 
force and on which premiums are still being paid. (See paragraph 5.15, "Life 
Insurance Premiums and Annuity Considerations Deferred and Uncollected.") 
3.43 In addition to premiums, insurance companies include considerations 
for supplementary contracts and dividend accumulations as revenues. Supple-
mentary contracts are options exercised by beneficiaries relating to the dis-
bursement of policy proceeds (e.g., death benefits) in other than a lump-sum 
payment. For example, a beneficiary may elect to receive periodic payments 
over a period of time. 
3.44 The statutory accounting for supplementary contracts requires a 
charge to benefits or some other appropriate disbursement account and a 
credit to revenue representing the consideration for a supplementary contract. 
For contracts without life contingencies a reserve is established at year end for 
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the r emainder of the sum not ye t pa id to the benef ic iary . As a result , the 
t ransac t ion is t r ea t ed as though a lump-sum dea th benef i t was paid init ial ly to 
the benef ic ia ry a n d then re tu rned in the form of a p a y m e n t for a supplemen-
t a r y con t rac t . For con t rac t s with life contingencies ac tuar ia l ly de te rmined , 
reserves a re required. 
3.45 Similar account ing resul ts when a policyholder elects to have divi-
dends accumula t e or have them appl ied to buy addi t ional insurance. In such 
cases, d iv idend expense is charged and considerat ion for d ividend accumula-
tions or p r e m i u m s for addi t ional insurance are credi ted. A l iabil i ty for accu-
m u l a t e d pol icyholders ' d iv idends or a reserve for add i t iona l insu rance 
purchased is established a t each yea r end, with a corresponding charge to 
operat ions. 
Commissions 
3.46 Agents a re compensa ted by commissions on business wr i t ten . The 
f i rs t -year commission r a t e is usual ly much higher t h a n the renewal commis-
sion rates . T h e commission is usual ly l imited to a specified period even though 
the policy m a y remain in force beyond t h a t t ime. Af te r a period of 10 or 15 
years , m a n y companies p a y smaller nonvested renewal compensat ion known 
as "service fees." 
3.47 T h e commission scale d i f fers with each t y p e of policy. Accident and 
heal th policies usual ly p a y smaller commissions the f irst year t h a n life insur-
ance policies; renewal commissions are paid over a similar period of t ime. One 
example of the r a t e of commission on an ord inary life policy would be 55% of 
the p r e m i u m in the f irst year and 5% in the succeeding nine years . In order to 
compete for agents , some companies p a y subs tan t ia l ly higher f i rs t year and 
renewal commissions. An example of the ra te of commission on an accident 
and hea l th policy would be 40% of the p r e m i u m in the f irst year and 10% for 
the next nine years . 
3.48 Some companies pe rmi t all or a p a r t of the renewal commissions to 
vest with the agen t even though he m a y wi thd raw f rom his agency cont rac t 
before the renewal commission period has t e rmina t ed . Other companies do not 
pe rmi t renewal commissions to vest wi th the agent ; consequent ly , the agent 
loses his r ights to f u r t h e r commissions upon t e rmina t ion of his agency con-
t rac t . 
3.49 Addi t ional compensat ion is provided by some companies to supple-
men t the commissions to agents . Such compensat ion is usually based on the 
a m o u n t of business wr i t t en by the agen t and on other fac tors such as persis-
tency of the wr i t t en business. I t is also common for companies to have 
ag reemen t s with general agents for r e imbursemen t of cer ta in expenses. Cer-
ta in s t a t e s have s t a t u t e s t h a t l imit the a m o u n t of expenses t h a t m a y be 
re imbursed under such agreements ; these s t a t u t o r y l imi ta t ions are usually 
complex and are normal ly based on p remiums , insurance in force, etc. M a n y 
companies provide pension and other f r inge benef i t s for their agen ts similar to 
those provided for employees. 
3.50 I t is of ten d i f f icul t for a new agen t to ea rn enough commissions early 
in his career to provide a d e q u a t e income. Accordingly, m a n y companies make 
advances to new agen ts to supp lemen t commission income. In m a n y compa-
nies the advances are m a d e agains t f u t u r e commissions and mus t be repaid to 
the c o m p a n y out of such f u t u r e commissions. If an agent leaves a company 
before his advances are repaid, he usual ly has an obligation to repay these 
advances . As a prac t ica l m a t t e r , all or a p a r t of these obligations are often not 
collected by the c o m p a n y except to the extent of f u t u r e commissions which 
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would otherwise have been paid to the terminating agent. Consequently, all 
states require that agents' advances be classified as nonadmitted assets. 
Agents' credit balances, however, must be included in liabilities. 
Benefits Under Policies and Contracts 
3.51 Types of Benefits. Death benefits under life insurance contracts are 
paid in a lump sum or under other arrangements which may be elected by the 
policyholder or the beneficiary. Once it is established that the death claim is 
proper, payment of the death benefit is made. In addition to the face amount 
of the benefits, life insurance companies may pay interest on the proceeds 
from date of death to the date the amount is disbursed. 
3.52 Other benefits such as matured endowments, annuity payments, 
surrender payments, policyholder dividends, and disability benefits may 
involve a greater aggregate dollar amount than death benefits. These benefits 
may be paid to the insured or to someone that the policyholder has designated. 
If the insured lives to the maturity of an endowment insurance contract, the 
stipulated proceeds are paid at maturity. If the insured dies before the 
endowment matures, the company will pay a death claim in the normal 
fashion. 
3.53 Annuity payments are made by the life insurance company to the 
designated person in accordance with the terms of the annuity contract. 
3.54 Surrender or loan values usually accrue under whole-life or endow-
ment contracts and are paid, or are available, on surrender of, or borrowing on, 
the policy. 
3.55 Mutual companies and many stock companies write participating 
contracts. Many life insurance companies compute the dividends allocable to a 
particular policy according to dividend formulas that are based on asset share 
studies or other forms of analyses. These studies or analyses are intended to 
identify the accumulated earnings considered applicable to blocks of policies. 
As the funds accumulated on these policies exceed the amounts determined to 
be required to meet expenses and benefits according to their terms, dividends 
are declared and thus constitute a refund based on actual emerging experi-
ence. 
3.56 Disability benefits include waiver of premium during the disability 
period and also loss of income benefits. Health insurance policies, offered by 
many life insurance companies, may provide hospital, surgical, medical, or loss 
of income coverage. 
3.57 Processing Procedures. The processing procedures for payments of 
benefits generally involve a determination that the contract is in force and 
that such payments are being made in accordance with the contract. 
3.58 In the case of disability payments, there is a medical question as to 
whether the insured has, in fact, been disabled. In this regard, life insurance 
companies generally obtain statements from physicians and/or hospitals to 
satisfy themselves that the person has been disabled. In addition, disability 
payments do not commence until a required minimum period of disability has 
been completed. Of course, if the disability is not permanent, the payments 
are contingent on the continuance of disability. 
3.59 When death claims are presented, they should be entered in the 
claim register. A claim number is usually assigned sequentially to each claim 
as it is registered and a claim file is initiated. I t must be determined whether 
the policy or policies under which the claim was submitted were in force at the 
time of death. 
AUG-SLI 3.51 
Insurance Operations 21 
3.60 If the policy was in force at the time of death, the company obtains 
proof of death if such proof of death was not received with the claim. 
Documents used to substantiate the insured's death usually consist of a 
certificate of death and a statement from a physician. 
3.61 The statement from the physician may be very important if the 
policy is in the contestable period, usually within two years of its issuance. If 
death occurs during this period and there is a material misstatement by the 
insured in the application, the company is usually not legally required to pay 
the face amount of the contract. However, in such cases, premiums paid are 
usually returned. 
3.62 After determining that the policy had been in force and that the 
death of the insured has occurred, the company proceeds to determine that 
provisions of the contract have not excluded the risk which caused the death. 
For example, the policy may have stipulated that the contract did not provide 
coverage in the event the insured died while piloting a private plane. If death 
is by suicide occurring within the suicide exclusion period (usually one year 
from the date of issue), premiums are returned, but the payment is recorded as 
a death benefit. Cause of death is also a most important consideration in the 
interpretation of contract provisions for double indemnity benefits. 
3.63 The next important phase in processing is for the company to 
determine the amount to be paid to the beneficiary. If a policy loan is 
outstanding on the contract, the amount of the loan will be deducted. Con-
versely, any amount of advance premiums on deposit, dividends left at 
interest, additional insurance purchased by dividends, and any terminal 
dividend credits are usually added to the face amount together with interest 
on the proceeds. 
3.64 The policy under which the death claim has been submitted may 
involve reinsurance. If so, information regarding the policy will be supplied to 
the reinsurance department so that proper reimbursement will be received 
from the reinsurer. 
Increase in Policy and Contract Reserves 
3.65 The life insurance company's summary of operations will include a 
charge for the aggregate increase in the actuarially determined reserves for 
policies and contracts with life contingencies, for supplementary contracts 
without life contingencies, for dividend accumulations, and for accident and 
health policies. 
General Expenses and Taxes 
3.66 General expenses and taxes are usually recorded on a cash basis 
during the year with appropriate accruals being made at year end. Most 
general expenses and taxes represent items normally encountered in other 
types of business enterprises. Expense account classifications are prescribed by 
regulatory authorities. 
3.67 Certain expenses and taxes are allocated to investment operations 
and are deducted from gross investment income. 
3.68 Rent expense includes a charge for occupancy of a company's own 
buildings, the contra to which is included in investment income. The cost of 
furniture and equipment may be either charged to expense or capitalized and 
depreciated over the useful lives in the normal manner. If costs are capitalized 
and depreciated, the undepreciated balances are usually required to be treated 
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as nonadmitted assets; an exception is usually made for E D P equipment when 
the cost exceeds a stipulated amount. 
3.69 Taxes (other than federal income taxes), licenses, and fees include 
the following: 
1. Real estate taxes. 
2. State insurance department licenses and fees which are charged by 
various insurance departments including cost of examinations made 
by the insurance departments for licensing of agents. 
3. State taxes on premiums which are based on premiums received on 
lives within the borders of each taxing authority in which the 
company is licensed to do business. Tax rates vary among states, 
averaging about 2%. In some cases, counties and municipalities also 
levy taxes based on premiums. These taxes are generally considered 
to be in lieu of other state and local franchise and income taxes. 
4. Payroll taxes. 
Outline of Auditing Procedures 
3.70 For this and the other areas of auditing discussed in this guide, the 
auditor should obtain a sufficient understanding of the internal control struc-
ture to plan the audit and to determine the nature, timing, and extent of tests 
to be performed. An example of a supplementary internal control structure 
questionnaire intended to assist an auditor in considering the internal control 
structure of a life insurance company is presented in Appendix D. 
3.71 The audit procedures applicable to premiums and other considera-
tions, commissions, and policy benefits are somewhat interrelated and it is 
important that the auditor understand these relationships at the outset of his 
work. Since most of the auditing of these accounts constitutes a test of 
procedures, much of this work can usually be performed at an interim date. 
3.72 A general outline of a program for the audit of premiums, commis-
sions, benefits, and expenses is presented in the following sections. 
3.73 Premiums and Other Considerations. A number of policy files should 
be selected and examined to determine that the company's accounting records 
and procedures are adequate and proper. 
3.74 As part of his audit procedures involving the underwriting depart-
ment, the auditor should satisfy himself, through tests, that safeguards sur-
round the issuance of policies. In most life insurance companies policies are not 
prenumbered, but they are assigned policy numbers at the home office. 
Accordingly, other controls must be established for policies; for example, the 
auditor should determine that policies delivered to agents but not issued to 
policyholders have been accounted for by the company. Some companies 
control this by billing the agent upon delivery of the policy. 
3.75 As to reinsurance, the auditor should read the company's bylaws and 
minutes to ascertain the limits to be retained on various types of risks. 
Retention limits may also be shown in the reinsurance treaties and in corre-
spondence with reinsurers. The auditor should also determine whether the 
company has assumed any reinsurance from other companies. In connection 
with reinsurance transactions, the auditor should obtain copies or abstracts of 
reinsurance treaties or agreements. During the tests of premiums and benefits, 
it should be determined that transactions are being recorded in accordance 
with applicable reinsurance agreements. The auditor may also consider it 
appropriate to confirm reinsurance transactions or balances directly with 
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reinsurers. When a company has reinsured a significant portion of its risks, the 
auditor should satisfy himself that each assuming company is financially 
sound. 
3.76 In addition to the procedures mentioned above involving underwrit-
ing and policy issue, the auditor should test premium billing and accounting. 
Such tests should include renewal premiums as well as first-year premiums. 
For selected policies in force, the auditor should check the calculation of the 
related premiums to the appropriate premium rate tables. He should also 
determine that appropriate premium amounts are billed, accounted for, and 
subsequently collected. 
3.77 Premiums received but not yet applied are usually maintained in a 
suspense account. The auditor's tests should be designed to determine that the 
company is properly clearing these items from suspense on a timely basis. 
3.78 I t may also be appropriate to select in-force policies for confirmation 
directly with policyholders of premium amounts, date to which premiums are 
paid, policy loans, accumulated dividends, etc. 
3.79 Tests of premiums can be correlated with audit tests of premiums 
paid in advance, premium deposit accounts, policy loans, dividends, commis-
sions, surrenders, claims, and reserves. 
3.80 Commissions. Prior to beginning specific auditing of commissions, 
the auditor should develop a thorough understanding of the relationships 
between premiums paid and commissions earned. He should obtain copies of 
the various agreements with agents regarding compensation and expense 
reimbursement. A test of specific commission transactions can be related to 
the premium tests mentioned above. Alternatively, a number of commission 
transactions may be selected independently for testing. The auditor should 
determine that the commission transactions selected have been calculated in 
accordance with the provisions of the specific agreement. He should also 
determine that aggregate commissions are being properly recorded and subse-
quently disbursed. Consideration should be given to confirming commissions 
paid and balances unpaid as of a specific date. 
3.81 The auditor should determine that agents' expense reimbursements 
are made in accordance with agreements with agents and the applicable state 
insurance law. The auditor may also wish to review expense reports and 
supporting details periodically submitted by agents. 
3.82 Benefits Under Policies and Contracts. Death claims should be 
tested by reference to the related claim files. Each file selected should be 
reviewed to determine that it contains appropriate support, such as a certifi-
cate of death, statement from a physician, the returned policy, etc. The file 
should also indicate that the company has determined that premiums on the 
policy were paid through date of death, whether there were any policy loans, 
whether the risk which caused death was covered, and whether there was 
recoverable reinsurance, etc. I t is necessary to test whether the policies which 
matured, were surrendered, or terminated by death (for which claims have 
been paid or are pending payment) have been deleted from the listing of 
policies used in calculating reserves. If pending claims have not been deleted 
from the reserve listing, the reserves thereon should be deducted from the 
amount of the pending claim. 
3.83 For death claims submitted under group life insurance contracts, the 
auditor may consider visiting the group administrator's location in order to 
verify the validity of the death claims in those cases where the records are 
maintained by the administrator. 
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3.84 Matured endowments should be tested to determine that payment is 
subject to a precontrol of all endowments maturing within the year. The tests 
should determine that all such payments are in accordance with the contract 
and have been properly approved. 
3.85 Cash surrenders should be tested to determine that the amount paid 
is in accordance with policy terms and that the policy has been surrendered 
and cancelled. 
3.86 Benefits paid under accident and health contracts should be tested to 
determine that the policy was in force, that proper support exists for the 
payment, that the benefits paid are in accordance with the terms of the 
contract, and that the claim data are properly recorded. 
3.87 The aggregate amount of dividends that may be paid to policyhold-
ers should be compared with the amount approved by the board of directors. 
The auditor should determine that benefits are properly allocated and applied 
to the participating policies. 
3.88 Consideration should also be given to direct confirmation of benefit 
payments with policyholders or beneficiaries, especially where payments are 
made to agents for delivery. 
3.89 General Insurance Expenses, Taxes, Licenses, and Fees. The audit-
ing procedures for general expenses and taxes should be generally the same as 
those applied in other business enterprises except that the auditor should bear 
in mind that accruals for such items are usually not under general ledger 
control but are, in most cases, inventoried at financial statement date. 
3 .90 The auditor should make tests of the state coding for premium 
receipts to determine that premiums are being allocated to the proper state for 
premium tax purposes. 
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Chapter 4 
Investment Operations 
4.01 The investment operations of a life insurance company, while physi-
cally distinct, are an inseparable part of the life insurance concept and the 
overall operations. 
4.02 Premium rates are determined with the assumption that premiums 
less current costs will be invested and will produce an estimated yield. 
4.03 In the statutory statement of operations, investment income is 
reported net of related expenses, taxes, and depreciation. 
4.04 Insurance statutes regulate the investments of insurance companies 
by giving the supervisory authorities the power to designate what types of 
investments may be acquired or held. State insurance laws prescribe the types 
of bonds, stocks, and mortgages which may be acquired by the companies, as 
well as the limitations on amounts of specific investments and aggregate costs 
of investments. 
4.05 Investments of life insurance companies generally consist of bonds, 
mortgage loans, stocks, real estate, collateral loans, and policy loans; such 
investments are valued for regulatory reporting purposes at prescribed values 
which can generally be described within the following designations: 
Bonds* 
4.06 Investments in bonds are generally made with the intention of 
holding the securities until maturity; therefore, bonds are usually carried at 
original cost reduced by amortization of premiums or increased by accrual for 
discounts. However, if a bond is in default as to principal or interest, values 
published by the NAIC must be used. Amortization is usually calculated by 
either (1) the straight-line method** or (2) the level-yield method required by 
*FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity 
Securities, addresses the accounting and reporting for investments in equity securities that have 
readily determinable fair values and for all investments in debt securities. Those investments are 
to be classified in three categories and accounted for as follows: 
• Debt securities that the enterprise has the positive intent and ability to hold to maturity are 
classified as held-to-maturity securities and reported at amortized cost. 
• Debt and equity securities that are bought and held principally for the purpose of selling them 
in the near term are classified as trading securities and reported at fair value, with unrealized 
gains and losses included in earnings. 
• Debt and equity securities not classified as either held-to-maturity securities or trading 
securities are classified as available-for-sale securities and reported at fair value, with unreal-
ized gains and losses excluded from earnings and reported in a separate component of 
shareholders' equity. 
The Statement does not apply to unsecuritized loans. However, after mortgage loans are 
converted to mortgage-backed securities, they are subject to its provisions. The Statement 
supersedes FASB Statement No. 12, Accounting for Certain Marketable Securities, and related 
Interpretations and amends FASB Statement No. 65, Accounting for Certain Mortgage Banking 
Activities, to eliminate mortgage-backed securities from its scope. 
The Statement is effective for fiscal years beginning after December 15, 1993. It is to be 
initially applied as of the beginning of an enterprise's fiscal year and cannot be applied 
retroactively to prior years' financial statements. However, an enterprise may elect to initially 
apply the Statement as of the end of an earlier fiscal year for which annual financial statements 
have not previously been issued. 
**FASB Statement No. 91, Accounting for Nonrefundable Fees and Costs Associated with 
Originating or Acquiring Loans and Initial Direct Costs of Leases, requires that premiums and 
discounts associated with debt securities be recognized by the interest method. 
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many states. In the case of bonds purchased at a premium which are subject to 
call before maturity, the premium is usually amortized to the call date. 
4.07 Amortization of the premiums and accrual of the discounts are 
recorded as adjustments of interest income of the period. 
Mortgage Loans* 
4.08 Mortgage loans are usually valued at their unpaid balances (or at 
amortized value if acquired at a value other than par). Such mortgage loans 
are considered admitted assets only if they are first liens. Second liens may be 
considered as admitted assets if the company also holds the first lien. The 
original amount of each mortgage loan is limited to a percentage (varying 
from state to state) of the appraised value of the underlying property. 
Stocks** 
4.09 Investments in stocks are reported at values published by the NAIC. 
Common stocks are generally reported at market quotations. Preferred stocks 
in good standing, as determined by the NAIC, are reported at cost or, if held 
* FASB Statement No. 114, Accounting by Creditors for Impairment of a Loan, addresses the 
accounting by creditors for impairment of certain loans. It is applicable to all creditors and to all 
loans, uncollateralized as well as collateralized, except large groups of smaller-balance homogene-
ous loans that are collectively evaluated for impairment, loans that are measured at fair value or 
at the lower of cost or fair value, leases, and debt securities as defined in FASB Statement No. 115. 
It applies to all loans that are restructured in a troubled debt restructuring involving a 
modification of terms. 
It requires that impaired loans that are within its scope be measured based on the present 
value of expected future cash flows discounted at the loan's effective interest rate or, as a 
practical expedient, at the loan's observable market price or the fair value of the collateral if the 
loan is collateral dependent. 
The Statement amends FASB Statement No. 5, Accounting for Contingencies, to clarify that 
a creditor should evaluate the collectibility of both contractual interest and contractual principal 
of all receivables when assessing the need for a loss accrual. The Statement also amends FASB 
Statement No. 15, Accounting by Debtors and Creditors for Troubled Debt Restructurings, to 
require a creditor to measure all loans that are restructured in a troubled debt restructuring 
involving a modification of terms in accordance with the Statement. 
The Statement applies to financial statements for fiscal years beginning after December 15, 
1994. Earlier application is encouraged. 
**FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity 
Securities, addresses the accounting and reporting for investments in equity securities that have 
readily determinable fair values and for all investments in debt securities. Those investments are 
to be classified in three categories and accounted for as follows: 
• Debt securities that the enterprise has the positive intent and ability to hold to maturity are 
classified as held-to-maturity securities and reported at amortized cost. 
• Debt and equity securities that are bought and held principally for the purpose of selling them 
in the near term are classified as trading securities and reported at fair value, with unrealized 
gains and losses included in earnings. 
• Debt and equity securities not classified as either held-to-maturity securities or trading 
securities are classified as available-for-sale securities and reported at fair value, with unreal-
ized gains and losses excluded from earnings and reported in a separate component of 
shareholders' equity. 
The Statement does not apply to unsecuritized loans. However, after mortgage loans are 
converted to mortgage-backed securities, they are subject to its provisions. The Statement 
supersedes FASB Statement No. 12, Accounting for Certain Marketable Securities, and related 
Interpretations and amends FASB Statement No. 65, Accounting for Certain Mortgage Banking 
Activities, to eliminate mortgage-backed securities from its scope. 
The Statement is effective for fiscal years beginning after December 15, 1993. I t is to be 
initially applied as of the beginning of an enterprise's fiscal year and cannot be applied 
retroactively to prior years' financial statements. However, an enterprise may elect to initially 
apply the Statement as of the end of an earlier fiscal year for which annual financial statements 
have not previously been issued. 
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at December 31, 1964, the company has the option to value at association 
value as of that date. Preferred stocks not in good standing are valued at 
market. 
4.10 Stocks of subsidiary, controlled, or affiliated companies are reported 
at values approved by the state (upon recommendation by the NAIC) on an 
individual basis. 
Real Estate 
4.11 Real estate properties may include those occupied by the company, 
those held for investment, and those acquired by foreclosure.† These assets are 
usually carried net of any encumbrances at the lower of cost (less accumulated 
depreciation) or market value. Some states will permit or require certain real 
estate to be carried at appraised values. 
Collateral Loans* 
4.12 Occasionally, life insurance companies make collateral loans. The 
collateral securing the loans usually must be such that it would be an 
admissible asset if owned by the insurance company. The original amount of 
such loans is usually restricted to a percentage of the value of the collateral. 
Policy Loans* 
4.13 Life insurance companies generally must permit borrowing against 
the cash values of policies. Policy loans are carried at their unpaid balances 
including accumulated interest but not in excess of cash surrender values or in 
excess of policy reserves. Many policy contracts require the company to 
initiate an "automatic premium loan" to pay delinquent premiums. 
Other Investments 
4.14 Other investment assets may include premium notes, certificates of 
deposit, accruals for interest, dividends, rent, and other investments permitted 
by law. The accruals may include dividends on preferred stocks or on common 
stocks payable on or before the balance sheet date but which were not 
received; dividends payable on common or preferred stock in the subsequent 
†SOP 92-3, Accounting for Foreclosed Assets, provides guidance on measuring foreclosed 
assets and in-substance foreclosed assets after foreclosure. SOP 92-3 should be applied to foreclosed 
assets in annual financial statements for periods ending on or after December 15, 1992 and is 
included as Appendix K of this guide. 
* FASB Statement No. 114, Accounting by Creditors for Impairment of a Loan, addresses the 
accounting by creditors for impairment of certain loans. It is applicable to all creditors and to all 
loans, uncollateralized as well as collateralized, except large groups of smaller-balance homogene-
ous loans that are collectively evaluated for impairment, loans that are measured at fair value or 
at the lower of cost or fair value, leases, and debt securities as defined in FASB Statement No. 115. 
It applies to all loans that are restructured in a troubled debt restructuring involving a 
modification of terms. 
It requires that impaired loans that are within its scope be measured based on the present 
value of expected future cash flows discounted at the loan's effective interest rate or, as a 
practical expedient, at the loan's observable market price or the fair value of the collateral if the 
loan is collateral dependent. 
The Statement amends FASB Statement No. 5, Accounting for Contingencies, to clarify that 
a creditor should evaluate the collectibility of both contractual interest and contractual principal 
of all receivables when assessing the need for a loss accrual. The Statement also amends FASB 
Statement No. 15, Accounting by Debtors and Creditors for Troubled Debt Restructurings, to 
require a creditor to measure all loans that are restructured in a troubled debt restructuring 
involving a modification of terms in accordance with the Statement. 
The Statement applies to financial statements for fiscal years beginning after December 15, 
1994. Earlier application is encouraged. 
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period are included in the accrual if the stock was being quoted ex-dividend at 
year end. 
4.15 The excess of admitted asset value of investments over book value 
and interest, dividends and real estate income due and accrued are usually not 
recorded on the general ledger and, accordingly, are reported as non-ledger 
assets. 
Outline of Auditing Procedures 
4.16 The principal objectives in the audit of investments are to determine 
existence, ownership, the legality of the investment, the basis of valuation and 
the accounting for related income and gains and losses. Schedules A, C, and D 
of the annual statement provide a detailed listing of real estate, collateral 
loans, and bonds and stocks, respectively, at the end of the year, as well as 
details concerning acquisitions and disposals during the year, and income on 
individual investments. These schedules, or their underlying details, may be 
useful in the audit tests for investments. 
4.17 The legality and admissibility of investment holdings should be 
tested by reference to applicable state laws and the NAIC valuation book. 
Securities owned, including securities held as collateral, should be inspected or 
confirmed with custodians or other holders as of the audit date. Tests should be 
made of the amortization of bond premium or discount. Consideration should 
be given to the need for a valuation allowance if collection of bonds at par is 
questionable. Committee minutes authorizing transactions should be ex-
amined. 
4.18 Mortgage loans should be confirmed with mortgagors and, in some 
cases, with mortgage servicing agents. Underlying documents such as mort-
gages, deeds, and insurance policies should be examined on a test basis. The 
auditor may obtain audited financial statements of the servicing agents or 
some other appropriate evidence of the agents' financial condition. The exis-
tence of escrow funds for taxes and insurance should be determined. There 
should be some evidence that the servicing agent is adequately bonded and has 
adequate insurance protection. For new mortgage loans, appraisal reports 
should be examined on a test basis to assure the auditor that mortgage 
limitations have not been exceeded. 
4.19 The valuations for stocks may be compared with quotations listed in 
financial publications. The method of determining valuations for stocks of 
other insurance companies and for subsidiaries should be reviewed, and it 
should be determined that the value is approved by the state. 
4.20 The audit of investments in real estate involves the application of 
the usual steps associated with fixed assets. 
4.21 Security transactions and interest and dividend income should be 
appropriately tested. Significant outside income from real estate investments 
should be tested by reference to source data. 
4.22 Policy loans should be confirmed on a test basis; the interest should 
be compared to rates prescribed by the policy and the related income tested. 
The test should include a check that unpaid interest on policy loans is added to 
principal. A comparison of the policy loan including unpaid interest, if any, 
and the related cash surrender value for selected policies should be made to 
ascertain that the loan amount has not exceeded the related surrender value. 
As a practical matter, comparison with the related policy reserve could be 
acceptable for this purpose. Formal notes on file, if any, may be examined on a 
test basis. 
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Chapter 5 
Other Assets 
5.01 Other assets may include some or all of the following: 
1. Life insurance premiums and annuity considerations deferred and 
uncollected. 
2. Accident and health premiums due and unpaid. 
3. Amounts recoverable from reinsurers. 
4. Miscellaneous admitted assets. 
5. Nonadmitted assets. 
Life Insurance Premiums and Annuity Considerations 
Deferred and Uncollected 
5.02 The category includes uncollected premiums on life insurance poli-
cies still in the grace period; these represent premiums due as of the current 
statement date. It may also include uncollected premiums on policies up to 60 
or even 90 days beyond the grace period where the company has not yet 
processed the policy and removed it from the premium-paying in-force file. 
Most insurers delay the processing of lapses 60 to 90 days beyond the grace 
period because of the frequency of reinstatements during this period. 
5.03 In addition, this category includes deferred premiums which result 
from the assumption, generally made in the calculation of statutory life 
reserves, that all premiums are paid annually on the anniversary date of the 
policy. Since many premiums are, in fact, paid on a monthly, quarterly, or 
semiannual basis, a calculation must be made to arrive at an amount to 
compensate for the annual mode assumption used in calculating the reserves. 
The amount of gross premiums to be used in arriving at the deferred premium 
amount can be determined by reviewing each premium-paying policy in force 
and (a) determining the anniversary date of the policy, the mode of premium 
payment, the date to which the premium is paid and whether it is a first-year 
or renewal premium; and (b) adding the gross amounts of such premiums that 
become due between the paid-to date and the next anniversary date of the 
policies. 
5.04 After the total gross deferred and uncollected premiums are deter-
mined, a calculation is made to reduce such premiums from "gross" to "net." 
Gross premiums are the amount of premium paid by policyholders. Net 
premiums are the hypothetical premiums involved in the statutory policy 
reserve calculations. In many cases, net valuation premiums are listed in 
published actuarial tables. 
Accident and Health Premiums Due and Unpaid 
5.05 This item is identical in nature to uncollected premiums on life 
insurance policies previously discussed. However, for accident and health (A & 
H), with the exception of certain premiums due from ceding reinsurers, only 
those uncollected premiums due within three months of the reporting date 
may be included as an asset. Where premiums are payable more frequently 
than quarterly, only one premium may be included as an asset. So that profit 
will not be anticipated on the uncollected A & H premiums, a calculation is 
made to estimate the amount of commissions and other expenses that will have 
to be paid if the premiums are collected. This estimated amount is recorded as 
a liability. 
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Amounts Recoverable From Reinsurers 
5.06 Amount s recoverable f rom reinsurers, which are carried as an asset, 
represent recoveries due from reinsurers on paid losses on life and accident and 
hea l th insurance . Similar ly , a m o u n t s recoverable on u n p a i d losses a re 
deducted f rom the appl icable claim reserve in the l iabili ty section of the 
s t a t emen t of condition. 
Miscellaneous Admitted Assets 
5.07 Miscellaneous a d m i t t e d assets m a y include inves tmen t in electronic 
d a t a processing equ ipmen t ( E D P ) , cer ta in types of f u rn i t u r e and f ix tures 
(dependent upon s ta te regulations), bills receivable, and net foreign exchange 
a d j u s t m e n t . 
Nonadmitted Assets 
5.08 N o n a d m i t t e d assets include all assets other t h a n those pe rmi t t ed to 
be reported as a d m i t t e d assets in the annua l s t a t e m e n t . T h e pr incipal nonad-
mi t t ed assets are the following: 
• Agents ' debit balances. 
• F u r n i t u r e and e q u i p m e n t (except E D P equ ipmen t ) . 
• Automobiles. 
• Advances to officers and employees. 
• Accrued income on inves tmen t s in defaul t . 
• Excess of amoun t s loaned over s t ipu la ted percentages of related 
collateral . 
• P repa id and deferred expenses. 
• Goodwill and similar intangible assets. 
• In a few states , a m o u n t s recoverable f rom unau thor ized reinsurers, 
unless covered by a m o u n t s due to such reinsurers . (In other s ta tes , a 
sepa ra te l iabili ty is required to be established for such amounts . ) 
• Excess of book value over a d m i t t e d asset value of stocks and other 
inves tments . 
5.09 Most of the preceding nonadmi t t ed assets are self-explanatory. In 
general, receivables, other t han those due from policyholders, should be classi-
fied as nonadmi t t ed assets unless they are collateralized. Companies main ta in -
ing accounts for f u rn i t u r e and other equ ipmen t , and charging operat ions with 
depreciat ion are general ly required to t r e a t undeprec ia ted balances as nonad-
mi t t ed assets; however, some s ta tes pe rmi t f u r n i t u r e and e q u i p m e n t to be 
t r ea t ed as a d m i t t e d assets in a m o u n t s up to s t ipu la ted percentages of the 
aggregate of all other assets. 
5.10 Unau thor ized inves tments and inves tmen t s in excess of a m o u n t s 
author ized by s t a t u t e are nonadmi t t ed . In m a n y states , insurance companies 
are not pe rmi t t ed to own their own stock; loans collateralized by such stock are 
also classified as nonadmi t t ed assets. 
5.11 The cost of blocks of insurance in force purchased is usually charged 
off when incurred. Some s ta tes m a y pe rmi t such an i tem to be capi ta l ized and 
amor t ized . The unamor t i zed cost of such a purchase is, however, nonadmi t t ed . 
Separate Account Assets 
5.12 Separa te account assets and liabilities a re found in the annua l 
s t a t e m e n t and represent s u m m a r y totals of detai ls conta ined in the sepa ra te 
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account association blank. Separa te accounts cons t i tu te a sepa ra te record of 
f iduc iary responsibil i ty for the assets which fund the l iabili ty to var iable or 
f ixed-benefit a n n u i t y contractholders , pension funds , and others. 
5.13 Assets usually consist of stocks, bonds, cash, d ividends receivable, 
a n d a m o u n t s due f rom brokers. I n v e s t m e n t s of var iab le a n n u i t y accounts are 
valued a t m a r k e t values. 
5.14 The a n n u i t y considerat ions received by the separa te account usually 
are net of charges levied on gross dollars received by the life insurance 
company . The a m o u n t s re ta ined by the life insurance company are usually to 
pay commissions, p r e m i u m taxes, and underwr i t ing costs. In addi t ion to 
a n n u i t y considerations, income is derived from dividends, interest , and capi ta l 
gains and losses. Charges agains t income usually take the form of inves tment 
advisory fees, service charges, increases in reserves, and a n n u i t y benef i t 
paymen t s . 
Outline of Auditing Procedures 
5.15 Life Insurance Premiums and Annuity Considerations Deferred and 
Uncollected. Audi t procedures re la t ing to life insurance p remium and a n n u i t y 
considerat ions deferred and uncollected should include tests to de te rmine t h a t 
1. Policies listed as having uncollected p r emiums are in force and the 
p remium is ac tua l ly due. 
2. Amount s included in the deferred p r e m i u m tabu la t ion app ly to 
policies in force and the d a t a are correct with regard to gross 
p r e m i u m , mode, a n n i v e r s a r y da te , a n d whe the r f i rs t yea r or 
renewal. 
3. Annual iza t ion of gross p r e m i u m by mode compares to p r emium 
income for the period. 
4. Policies included in the deferred computa t ions are also included in 
the ac tua r ia l reserve computa t ions . 
5. Fac tors used to reduce the gross p r e m i u m to net are appropr ia te . 
For renewal p remiums , comparison of such fac tors can be m a d e wi th 
those in previous years . 
6. N e t p r e m i u m factors are consistent with the reserve assumptions; 
most accoun tan t s will need to util ize the services of a qualif ied 
a c t u a r y for this aud i t procedure. (See p a r a g r a p h s 9.08 through 9.15, 
"Ut i l iza t ion of Actuar ies . " ) 
5.16 Accident and Health Premiums Due and Unpaid. De t e rmine by a 
test basis t h a t the listed p r e m i u m s are uncollected and t h a t the re la ted 
policies are in force. 
5.17 Amounts Recoverable From Reinsurers. Audi t p rocedures for 
a m o u n t s recoverable f rom reinsurers include conf i rmat ion of a m o u n t s due and 
verif icat ion of subsequent collection as well as tes t ing of selected claim 
p a y m e n t s to ascer ta in whether or not re insurance applies. 
5.18 Miscellaneous Admitted Assets and Nonadmitted Assets. The audi t -
ing procedures for assets in these classif ications will be dependen t upon the 
n a t u r e of the assets. The aud i t ing procedures will be similar to those utilized 
in the pe r fo rmance of an aud i t of a n y other t ype of business. The audi t ing 
procedures would include conf i rmat ion , calculat ion, examinat ion, and any 
other procedure t h a t should be appl ied to sa t i s fy the audi tor . 
5.19 Separate Account Assets. Since sepa ra t e account assets consist 
pr incipal ly of inves tments , the aud i t ing procedures to be appl ied will be 
similar to those used for other inves tmen t accounts. 
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Chapter 6 
Liabilities 
Aggregate Reserve for Life Policies and Contracts 
6.01 The aggregate reserve for life policies and contracts is an amount 
which is considered adequate to provide future guaranteed benefits as they 
become payable under the provisions of the insurance policies in force. The 
policy reserve is the aggregate result of an actuarial computation on each 
policy or group of policies. Theoretically, the policy reserve represents the 
present value of future guaranteed benefits reduced by the present value of 
future net premiums. 
6.02 There are several policy reserving methods currently in use; the most 
common are the "net level" and "modified or preliminary term" methods. 
Under the net level method, the valuation net premium is a level percentage 
of the gross premium. The modified or preliminary term method provides a 
smaller increment to reserves in the first year to offset some of the higher first-
year expense on a policy. 
6 .03 The two most significant factors in determining the policy reserves 
are the mortality and interest rate assumptions. Published reserve factors, 
based on various interest rates and mortality tables, are available for most 
plans of insurance. Aggregate reserves must at least equal those which would 
be determined according to the statutory minimum standard, which is ex-
pressed in terms of mortality tables and maximum interest rates. Given the 
plan of insurance, age of the insured at issue, and the date of issue, it is often 
possible to go to published tables for the appropriate reserve factors. Where 
such tables are not available, alternative procedures will be required. In any 
event, the auditor should satisfy himself that the life insurance reserves are 
fairly presented. A broad outline of auditing procedures to be followed in the 
audit of policy reserves is described below. 
6.04 In addition to the basic reserves for future death benefits, the 
aggregate reserve for life policies usually includes amounts applicable to other 
contract benefits such as disability waiver of premium, disability income 
benefits, and additional accidental death benefits. The factors to be used for 
computing the policy reserves for these benefits may be incorporated in the 
basic published table used by the company or in separate published tables. 
6.05 The aggregate reserve for life policies and contracts will also include 
annuities and supplemental contracts with life contingencies. As with life 
contracts, the policy reserves are determined by the use of approved, applica-
ble tables. 
6.06 The aggregate reserve for life policies is presented net of reserves 
ceded under reinsurance arrangements. 
6.07 The liability for supplementary contracts without life contingencies 
and dividend accumulations is reflected separately in the annual statement 
and represents the present value of amounts not yet paid to beneficiaries or 
policyowners. 
6 .08 Outline of Auditing Procedures. Since the "inventory" of insurance 
policies in force is not under general ledger control, careful consideration of the 
internal control structure policies and procedures over the inventory is essen-
tial. Such a review should highlight the kind of errors more likely to occur so 
that the auditor can then direct his attention to those areas. 
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6.09 The audit tests necessary to satisfy the auditor that the aggregate 
reserve is a fair presentation of the company's life reserve liabilities can be 
divided into three main areas: 
1. The inventory of policies in force must be tested for the inclusion 
and exclusion of all applicable policies and for the accuracy and 
completeness of the information included for each policy (i.e., plan, 
year, age, sex, policy riders, etc.). 
2. The propriety of the actuarial factors used in computing the reserve 
must be examined. 
3. The determination that the factors in step 2 have been correctly 
applied to the inventory of policies in force and the results have 
been accurately accumulated. 
6.10 In smaller companies, the auditor can often obtain a detailed list of 
all the insurance policies in force. In larger companies, or in smaller companies 
where this listing is not available, the auditor must be able to obtain details 
supporting the accumulation of selected blocks or cells in the client's inven-
tory. 
6.11 After the auditor has obtained sufficient details of insurance policies 
in force, he should test the data to and from sources independent of the 
inventory such as cash receipts, the billing file, and the policy register to 
satisfy himself that all policies have been included in the inventory that 
should be included. He should also test to and from the lapse file, the claim 
register, and cash disbursements to assure himself that the proper deletions 
have been made to the in-force or inventory file. The auditor should also select 
items from the inventory in-force records of the prior year, or apply alterna-
tive procedures to satisfy himself as to the propriety of additions or deletions. 
The auditor should also perform tests to satisfy himself that the paid up 
policies (e.g., 10- and 20-pay policies on which no further premiums are being 
collected) are still included in the insurance in force and that the cutoff for the 
company's inventory of policies in force is consistent with the cutoff for the 
premium collections. The accuracy of coding shown on the detail of the 
insurance in force should be tested by comparing such coding with data shown 
on the original policy applications for which premium calculations have been 
tested by comparison with appropriate rate books. All of the aforementioned 
tests may be performed on the basis of statistical sampling techniques. 
6.12 The determination that the factors have been correctly applied can 
be performed in the same way as any other test of clerical accuracy. 
6.13 For policies in force in the prior year, a comparison should be made 
of the current factors and tables to the factors and tables used in the prior 
year. 
6.14 Auditors will need to utilize the services of a qualified actuary for 
certain of the foregoing audit procedures. (See paragraphs 9.08 through 9.15, 
"Utilization of Actuaries.") 
Aggregate Reserve for Accident and Health Policies 
6.15 The aggregate reserve for accident and health policies consists of the 
(a) "active life reserve" which is that portion of due and collected premiums 
which has been set aside to be recognized as earned in the future and which 
includes the unearned portion of the current premium, "additional" reserves 
and reserves for rate credits, and (b) "claim reserves" which consist primarily 
of the present value of amounts not yet due on claims. Provision is made in 
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both the active life and claim sections for a reserve for future contingent 
benefits. 
6 .16 The unearned portion of the current premium is computed for most 
types of accident and health coverages on a pro rata basis using either actual 
due dates and premium modes or one-half of the last modal premium. That 
portion of the unearned premium reserve applicable to credit A & H business 
is generally computed on the pro rata basis or the sum-of-the-years' digits 
method. 
6.17 "Additional" reserves apply to policies which provide for the pay-
ment of level premiums for a risk the cost of which increases with the age of 
the insured. The reserve is similar in principle to the reserve on life insurance 
policies, with the further need to take into account the appropriate morbidity 
assumption. 
6.18 Many accident and health policies provide for a "deferred maternity 
benefit" whereby medical expenses incurred in childbirth are covered for 
approximately nine months after the cessation of premium payments. The 
reserve for future contingent benefits represents current premiums set aside 
for such coverage and is generally equal to maternity benefits paid over the 
most recent nine months and adjusted for increases in business and claim cost. 
Provision for other future contingent benefits might be included. 
6.19 The present value of amounts not yet due relates to that portion of 
the liability for claims incurred on or before the valuation date which has not 
been accrued as of the valuation date. The reserves are usually computed by 
the application of actuarially determined factors based on mortality, morbid-
ity, interest, and policy limitations. Also included are reserves for unaccrued 
benefits on incurred but unreported claims. 
6.20 Outline of Auditing Procedures. Unearned premium reserves and 
additional reserves are computed from inventories of accident and health 
policies in force which, like life policies, are not under general ledger control. 
Therefore, the consideration of internal control structure policies and proce-
dures and audit testing described under the heading, "Aggregate Reserve for 
Life Policies and Contracts" are virtually the same for these liabilities. 
6.21 Likewise, the reserves for present value of amounts not yet due on 
claims and future contingent benefits are akin to reported and incurred but 
not reported claim liabilities, respectively. See "Policy and Contract Claims," 
below for a discussion of appropriate auditing procedures. 
Policy and Contract Claims 
6.22 This liability represents amounts due on life and accident and health 
claims that have accrued as of the statement date but have not yet been paid. 
Included are accrued benefits on incurred but unreported claims. The liability 
is reduced by that portion of the policy and contract claims which is recover-
able from reinsurers. 
6 .23 Outline of Auditing Procedures. The portion of the policy and 
contract claim liability that has been reported at the statement date can be 
verified by (1) comparing the items the client has included in the liability to 
the claim register, (2) reviewing claim disbursements subsequent to the 
statement date, and (3) reviewing the claims files and year-end cutoff proce-
dures. 
6.24 The adequacy of the incurred but not reported portion of the 
liability can be reviewed by an examination of the claim register through the 
latest date available, extracting those claims that have an incurred date before 
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the statement date, but a reported date after the statement date. In this 
connection, it should be recognized that the lag between incurred dates and 
reported dates is a critical factor in determining the adequacy of these 
reserves. The total of these claims should then be compared to the amount 
provided for incurred but not reported claims at the statement date. It should 
be noted, however, that in most cases all the claims will not have been received 
at the date the audit is completed; therefore, the auditor must analyze the 
past years' experience and project it to the future after considering various 
modifying factors, such as premium volume and claim frequency and severity. 
A development through the current date of the prior years' incurred but not 
reported reserves can be of great assistance to the auditor in this projection. 
Also, the assistance of a qualified actuary will usually be required. (See 
paragraphs 9.08 through 9.15, "Utilization of Actuaries.") 
Dividends to Policyholders on Participating Policies 
6.25 Participating policies generally provide for the payment of annual 
dividends after the policy has been in force for two or three policy years. 
Annual dividends are generally payable on policy anniversaries. The board 
resolution authorizing the payment of dividends is usually made annually for 
policies reaching policy anniversaries within a certain calendar period. The 
amount apportioned for distribution to policyholders as annual dividends is 
commonly called "divisible surplus" and represents the excess of the funds on 
hand over the amount which the company determines it should hold to meet 
future needs. The company must determine that the level of its surplus and 
other company goals can be satisfied before determining the final amount of 
divisible surplus. Some companies also pay termination dividends. Such divi-
dends may be payable when a policy terminates by maturity, surrender, or 
death. Termination dividends are paid from the funds which have been 
accumulated in excess of the reserve or cash value and which are released upon 
termination of the policy. 
6.26 Annual dividends on individual policies are generally determined 
from formulas based on the classic contribution method, asset share method, 
experience premium method, or fund method. These methods are designed to 
provide a basis whereby a company's divisible surplus may be prorated to the 
various classifications of individual policies in proportion to the net total 
contributions to surplus arising from actual experience as compared to as-
sumed mortality, interest, withdrawals, expense, and sometimes other factors 
such as provision for experience fluctuations or abnormal costs. Capital gains 
or losses may be considered in the determination of divisible surplus and in the 
dividend formulas, usually through an adjustment in the interest factor. 
Techniques based on experience are also used in calculating dividends for 
health insurance and group insurance. 
6.27 A legal consideration may affect the aggregate amount of distribu-
tion. For example, in Illinois no more than 10% of the profit on participating 
business issued by a stock company can inure to the benefit of the sharehold-
ers. New York State has, in addition to restrictions on earnings from partici-
pating business, maximum and minimum surplus requirements, depending 
upon when a company was organized. 
6.28 Dividends can be (1) paid in cash, (2) applied to pay premiums, (3) 
applied to provide paid-up additions, (4) applied to shorten the endowment or 
premium-paying period, or (5) left on deposit. Items (3) and (4) are reserved 
for directly in the policy reserves, while item (5) is included as a part of the 
liability for supplementary contracts without life contingencies and dividend 
accumulations. There are a number of other dividend options available. 
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6.29 The aggregate dividends must be approved by the board of directors, 
and the dividend must be formally declared before any legal liability exists. 
When declared, the liability for dividends must be recorded for the amount so 
declared. 
6.30 The liability for dividends due and unpaid refers to dividends 
payable prior to the end of the accounting period but not yet paid. As a 
separate item, a liability is established for dividends payable beyond the end 
of the accounting period if a commitment to pay such dividends has been 
made by board resolution. Some states require a life company to set up a 
liability for a full year's dividends whether or not they have been declared. 
6.31 Outline of Auditing Procedures. The procedures followed in deter-
mining the amount of policyholders' dividends should be reviewed for reasona-
bleness and for compliance with policy terms and/or statutory requirements. 
The factors involved should be compared to other audited data and calcula-
tions should be tested. Auditors will need to utilize the services of a qualified 
actuary for these audit procedures. (See paragraphs 9.08 through 9.15, "Utili-
zation of Actuaries.") 
6.32 The recording of dividends among cash payments, dividends accu-
mulated at interest, dividends applied against premiums, and dividends 
applied to provide additional paid-up insurance should be tested. If not tested 
as a part of cash disbursements, dividend payments should be tested sepa-
rately. Consideration should also be given to confirming dividends directly 
with policyholders. 
6 .33 The minutes of the board of directors' meeting should be reviewed to 
ascertain their approval of the dividend declarations. 
Premiums Paid in Advance and Premium Deposit 
Funds 
6.34 Life insurance premiums and annuity considerations paid in 
advance represent, for the most part, premiums paid for one or more years in 
advance which are discounted at a guaranteed interest rate to the specified 
due date and which are recorded as liabilities (sometimes classified as pre-
mium deposit funds) and recognized as income as they become due. Premium 
deposit funds are often recorded as ledger liabilities. Premiums paid immedi-
ately in advance of the next anniversary, without discount, are initially 
recorded as premium income but income for which a liability (classified as 
advance premiums) must be established with a corresponding reduction of 
premium income. Such liability is established by estimate or by inventory. 
Accident and health premiums paid in advance are similarly treated, but 
there usually is no discount associated with such premiums. 
6.35 The payment of premiums in advance is encouraged by most life 
insurance companies because of the greater probability of higher persistency 
of policies for which premiums have been paid for a period well into the future. 
6.36 Premium deposit funds are accounted for so that premiums are 
credited to income when due and interest is credited annually to the deposit 
account. 
6.37 Outline of Auditing Procedures. Receipt of premiums paid in 
advance and premium deposit funds should be tested. Calculations of discount, 
interest, and premiums charged against the liabilities should also be verified 
by test. Consideration should be given to confirming balances directly with 
policyholders. 
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6.38 Advance p r e m i u m s establ ished by e s t ima te or by inventory should 
be reviewed and tested as appropr i a t e . The basis for establ ishing unearned 
p r emiums for accident and hea l th policies should also be reviewed and tested. 
Other Reserves 
6.39 In addi t ion to the reserve and l iabi l i ty i t ems a l ready ment ioned, 
there m a y be miscellaneous reserves or liabilit ies which should be provided. 
Life insurance companies m a y voluntar i ly provide such reserves, or s t a t e 
insurance d e p a r t m e n t s , upon examina t ion , m a y also require them. 
6.40 I t is possible t h a t reserves, based on the usual mor ta l i ty or morb id i ty 
tables m a y not encompass all benef i t s so t h a t special reserves m a y be 
required. For example, special r e t i r emen t options m a y require reserves beyond 
those in the insurance or a n n u i t y section of the regular reserves. Reserves 
might also be required for ext ra mor ta l i ty a f t e r conversion of t e rm insurance. 
6.41 Another miscellaneous reserve i t em migh t be required for acc iden t 
and heal th policies which, while not gua ran t eed renewable or noncancellable, 
m a y be adminis te red in such a way as to be very similar to policies wi th such 
renewabi l i ty clauses. In such cases companies have, vo luntar i ly or upon 
request of insurance d e p a r t m e n t s , provided an addi t iona l reserve on policies 
which are described as "nonrenewable for s t a t ed reasons only." 
6.42 A liabili ty m a y also need to be establ ished in respect of the ext ra 
costs of f u t u r e s u p p l e m e n t a r y cont rac t s ar is ing f rom overly liberal se t t l ement 
option provisions in ou t s t and ing policies. 
6.43 Outline of Auditing Procedures. The audi tor should review all 
miscellaneous reserves for propr ie ty . T h e basis for these reserves should be 
de te rmined and app rop r i a t e tes ts made of their calculat ion. 
6.44 Most audi tors will need to uti l ize the services of a qual i f ied a c t u a r y 
for these aud i t procedures. (See p a r a g r a p h s 9.08 through 9.15, "Ut i l i za t ion of 
Actuar ies ." ) 
Other Liabilities 
6.45 Other liabilities consist of accrued expenses, taxes, licenses, and fees, 
as well as the following i tems pecul iar to the insurance indus t ry : 
• Commissions to agents due or accrued are appl icable to p r e m i u m s 
which have been collected b u t for which the appl icable commissions 
have not been paid. 
• Amounts withheld or retained by the company as agent or trustee 
include payroll wi thholdings a n d a m o u n t s held for p a y m e n t of taxes 
and insurance under mor tgage loans. 
• Amounts held for agents general ly represent credit ba lances in 
agents ' accounts . 
• Remittances and items not allocated are p r e m i u m cash clearing 
accounts and other suspense accounts . 
6.46 Outline of Auditing Procedures 
1. Accrued expenses—tests should be m a d e to de t e rmine t h a t all liabili-
ties are proper ly included a t the close of the yea r in the a n n u a l s t a t e m e n t . The 
audi tor should tes t the calculat ions of those accrua ls t h a t lend themselves to 
such t r e a t m e n t ; other accrua ls should be reviewed as to reasonableness and the 
consistency of their deve lopment . 
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2. Taxes, licenses, and fees—tax re tu rns should be examined on a test 
basis in suppor t of p a y m e n t s and adequacy of accruals for the var ious s t a te 
taxes and suff icient tests made to de te rmine t h a t the taxes have been properly 
calculated and the allocable credits t aken . 
3. Commissions—contracts should be reviewed to de te rmine t h a t proper 
ra tes were used. Calcula t ions should be tested. The audi tor should de te rmine 
t h a t the commission cutoff is consistent with t h a t of p r e m i u m income. 
4. Amounts withheld—the audi tor should review suppor t for i tems in this 
account and ver i fy by conf i rmat ion , recalculat ion, or subsequent p a y m e n t 
review. 
5. Amounts held for agents—this account should be tested in connection 
with tes ts of ba lances due f rom agents . 
6. Remittances not allocated—the audi tor should review an aging of this 
account and invest igate old, large, or unusual i t ems by references to support -
ing da t a . 
Federal Income Taxes* 
6.47 Life insurance companies are taxed under the Life Insu rance Com-
pany Income Tax Act of 1959. In some of its provisions, the Act gives 
recognition to the unce r t a in ty of the de te rmina t ion of period income because 
of the long-term n a t u r e of the life insurance con t rac t by allowing deferra l of 
taxat ion on a port ion of the a p p a r e n t income unti l the un taxed a m o u n t is 
identif ied as income by p a y m e n t of d ividends to shareholders or by other 
action which a t t r i bu t e s the a m o u n t to shareholders. See Appendix C. 
6.48 Outline of Auditing Procedures. The audi to r should ana lyze the 
l iabili ty account for the year and vouch p a y m e n t s to copies of the tax re turn . 
The most recent revenue agent ' s repor t should be reviewed and the cur ren t 
s t a tu s of any revenue agen t ' s examina t ion in process should be discussed with 
the clients. Provision for federal income tax for the cur ren t year should be 
recalculated. The audi tor should review the accrual and also those re tu rns t h a t 
have not been examined b u t are not closed by the s t a t u t e of l imita t ions . 
Mandatory Securities Valuation Reserve 
6.49 The m a n d a t o r y securit ies va lua t ion reserve is repor ted as a s ta tu-
tory liability. One of the effects of the s t a t u t o r y reserve is to stabil ize the 
s t a tu to ry surplus of the c o m p a n y aga ins t f luc tua t ions in the m a r k e t va lue of 
securities. Another effect is to provide, on a formula basis, for a va lua t ion 
allowance against collection of bonds a t par . 
6.50 The reserve is developed through annua l charges to surp lus equal to 
formula percentages of a d m i t t e d asset secur i ty values a t the end of the year , 
and realized and unreal ized capi ta l gains dur ing the year; the reserve is 
reduced by all realized and unreal ized capi ta l losses. The reserve development 
is generally s t ruc tu red to reach its m a x i m u m amoun t , wi th respect to a 
pa r t i cu la r securi ty, a t the end of 20 years (longer in the case of the common 
stock component ) exclusive of the effect of capi ta l gains and losses. 
6.51 Outline of Auditing Procedures. The audi tor should obtain a copy of 
the N A I C form used for calculat ion of the m a n d a t o r y securit ies va lua t ion 
reserve and read the appl icable ins t ruct ions and ascer ta in t h a t the company is 
complying therewi th . The company ' s classif ication of the securi t ies in the 
* There have been several rather significant revisions to taxation of life insurance companies 
since this guide was first issued. Current discussion of federal income taxes will be provided in a 
future revision. 
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reserve classifications should be tested by the auditor and calculations should 
be rechecked on a test basis. 
Separate Account Liabilities 
6.52 Separate account liabilities usually consist of reserves for variable 
annuity contractholders, amounts due the investment adviser and administra-
tor (the life insurance company), and amounts due brokers. (See paragraph 
5.19, "Separate Account Assets.") 
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Capital and Surplus 
7.01 Capital and surplus of a life insurance company consists of capital 
stock, paid-in or contributed surplus, special surplus funds, and unassigned 
surplus. Special surplus refers to amounts of unassigned surplus set aside to 
provide for contingencies, such as mortality fluctuation reserves and group 
contingency reserves. 
7.02 In the case of stock companies, the amount of capital stock required 
to be issued and maintained is governed by the respective state insurance 
laws. The law usually prescribes the minimum value of the shares that may be 
issued. In addition to the minimum capital stock requirements, there is 
usually a provision for the payment of an additional amount, in the form of 
surplus, equivalent to a prescribed percentage of the minimum capital stock. 
Some state laws permit dividends to be paid out of surplus regardless of the 
source as long as the minimum statutory surplus amount is maintained. 
7.03 In lieu of capital stock, mutual companies are organized with 
prescribed minimum surplus which varies among states. Such surplus may 
take the form of guaranty funds, guaranty capital, or other permanently 
designated funds subject to the payment of interest and subject to repayment 
under conditions prescribed by the respective state laws. 
7.04 In addition to the gain or loss from operations and dividends paid, 
surplus transactions include the following, which are peculiar to the insurance 
industry. 
Net Unrealized and Realized Capital Gains or Losses 
7.05 Unrealized capital gains or losses originate as a result of the 
prescribed method of valuation of investments. The change in the difference 
between book value and prescribed value occurring between reporting dates is 
credited or charged to surplus as unrealized capital gains or losses. 
7.06 Realized capital gains or losses from sale or other disposition of 
investments in the reporting period, net of applicable federal income taxes, are 
also credited or charged to surplus. In current industry practice, realized gains 
and losses are charged to income in the statutory blank. 
7.07 Changes in assets and liabilities during the year due to the change in 
foreign exchange rates are also included in the net unrealized and realized 
capital gains or losses. 
Changes in Nonadmitted Assets 
7.08 As previously discussed, certain assets are excluded from the balance 
sheet when reporting to the regulatory authorities. The net change between 
such nonadmitted amounts during the year is charged or credited to surplus. 
Change in Mandatory Securities Valuation Reserve 
7.09 Any increase or decrease in the amount of the mandatory securities 
valuation reserve between reporting dates is charged or credited to surplus. 
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Change in Reserve on Account of Change in Valuation 
Basis 
7.10 The company may strengthen (or decrease) its policy reserves by 
changing its actuarial assumptions. A change to the net level basis from the 
preliminary term basis or a lowering of the interest assumption will result in a 
larger reserve requirement. The surplus account is charged for the amount 
necessary to bring reserves accumulated in prior years to the requirements 
under the new assumptions. 
7.11 There may be other surplus transactions in addition to those listed 
above. 
Outline of Auditing Procedures 
7.12 Except for the need to check the statutory minimum capital and 
surplus requirements applicable to the lines of business written by the com-
pany, the audit of capital and surplus is the same as that of other industries. 
7.13 In view of the tendency to accumulate all types of surplus in one 
account, it is frequently necessary to analyze the account to determine the 
sources of surplus. The applicable state laws should be reviewed to ascertain 
compliance with restrictions on surplus, and the validity and propriety of any 
miscellaneous surplus items should be ascertained. 
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Application of Generally Accepted 
Accounting Principles 
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Chapter 8 
Principles of Accounting 
8.01 M a n y life insurance c o n t r a c t s provide for the p e r f o r m a n c e of ser-
vices which m a y ex tend a gene ra t ion or more in to t he f u t u r e . T h e f inanc ia l 
resu l t s of a n y specif ied g r o u p of policies canno t be known wi th c e r t a i n t y un t i l 
t h e c o n t r a c t s have been t e r m i n a t e d or have m a t u r e d . T h e resul ts repor ted for 
a n y accoun t ing per iod a re highly d e p e n d e n t upon a c t u a r i a l a s s u m p t i o n s 
involving e s t i m a t e s of f u t u r e d e v e l o p m e n t s wi th respec t to mor t a l i t y , invest-
m e n t yield, expenses, a n d w i t h d r a w a l s a n d upon the va r i ance f rom these 
e s t ima te s . Whi le such e s t i m a t e s a re usual ly based on experience, each of these 
e l emen t s has h a d per iods of adverse exper ience in t he pas t a n d t he r e can be no 
a s su rance t h a t e s t i m a t e s m a d e for the f u t u r e will, in fac t , be real ized. 
8.02 T h e a c t u a r i a l a s s u m p t i o n s a n d e s t i m a t e s used in d e t e r m i n i n g a n n u a l 
r evenue a n d costs app l i cab le to life insurance con t r ac t s a re ex t r eme ly signifi-
c a n t a n d involve cons iderable j u d g m e n t . M a n y accoun t ing problems of a long-
t e r m n a t u r e such as accoun t ing for pension costs, long- term leases, const ruc-
t ion projects , deprec ia t ion , a n d a m o r t i z a t i o n involve s imilar j u d g m e n t , b u t 
a c c o u n t i n g for life in su rance c o n t r a c t s genera l ly involves longer periods of 
t i m e a n d s u b s t a n t i a l l y more m a t e r i a l a m o u n t s t h a n those encoun te red in 
s imi lar j u d g m e n t s in o the r businesses. 
8.03 C o n s e r v a t i s m in va lu ing assets a n d l iabi l i t ies a n d in accoun t ing for 
r evenue a n d costs is necessary because of t he unce r t a in t i e s inhe ren t in the use 
of a c t u a r i a l a s s u m p t i o n s a n d e s t i m a t e s for c o n t r a c t s g u a r a n t e e i n g per fo rm-
a n c e over long per iods of t i m e a n d the risk of u n f a v o r a b l e va r i a t i ons (adverse 
dev ia t ions ) f rom such a s s u m p t i o n s a n d es t imates . However , as c o n t e m p l a t e d 
b y genera l ly a c c e p t e d accoun t ing pr inciples , such conserva t i sm m u s t be rea-
sonable a n d real is t ic . 
8.04 T h e choice of a c t u a r i a l a s s u m p t i o n s a n d the discipl ining of t h a t 
choice a r e p r i m a r y responsibi l i t ies of the a c t u a r i a l profession. T h e re la ted 
responsib i l i ty of t he aud i to r is to fo rm a j u d g m e n t as to w h e t h e r t he a c t u a r y 
has been gu ided in his work b y cons idera t ions which a re consis tent wi th 
genera l ly a c c e p t e d accoun t ing pr inciples . I n th i s connect ion, it should be 
no ted t h a t the " G u i d e s to Profess ional C o n d u c t " publ i shed b y the Amer i can 
A c a d e m y of Ac tua r i e s requi res t h a t " t h e m e m b e r will exercise his best judg-
m e n t to ensure t h a t a n y ca lcu la t ions or r e c o m m e n d a t i o n s m a d e by h im or 
u n d e r his d i rec t ion a r e based on suf f ic ien t a n d rel iable d a t a , t h a t a n y a s sump-
t ions m a d e a re a d e q u a t e a n d a p p r o p r i a t e , a n d t h a t t he me thods employed are 
cons is ten t wi th t he sound pr inc ip les es tabl i shed b y p receden t s or common 
usage wi th in t h e profess ion ." 
8.05 At t h e t i m e of pub l ica t ion of th is a u d i t guide, when the concept of 
genera l ly a c c e p t e d a c c o u n t i n g pr inc ip les as set for th in t he guide has not ye t 
been genera l ly app l i ed to t h e f inanc ia l r epor t ing of life in su rance companies , 
t he r e is a re la t ive sca rc i ty of publ i shed " p r e c e d e n t s or common usage" to 
gu ide t h e a c t u a r i a l profession in the choice of a c t u a r i a l a s s u m p t i o n s or the 
d isc ip l in ing of t h e choices. T h e Amer i can A c a d e m y of Ac tua r i e s is examin ing 
these a r e a s in tens ive ly a n d can be expec ted to provide more extensive guid-
a n c e a t a n ea r ly d a t e . 
8.06 However , t he a c t u a r y ' s choice of a s s u m p t i o n s to be used in connec-
t ion w i t h genera l pu rpose f inanc ia l s t a t e m e n t s is discipl ined b y the pr incip les 
of his profession. His responsib i l i ty to use a s sumpt ions which a re " a d e q u a t e 
a n d a p p r o p r i a t e " is cons is ten t w i th the concept , unde r genera l ly accep t ed 
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account ing principles, t h a t ac tua r i a l assumpt ions be character ized by conser-
v a t i s m which is " reasonable and real is t ic ." The audi tor should expect the 
a c t u a r y to be able to demons t r a t e t h a t assumpt ions used in de te rmin ing 
ac tua r i a l i t ems in a general purpose f inancial s t a t emen t meet such s tandards . 
8.07 Unde r regula tory account ing practices, life insurance reserves are 
provided for dea th benef i t s and other s imilar cont rac t benefi ts . Such reserves 
a re ac tua r i a l ly computed and represent the present value of f u t u r e benef i ts 
reduced by the present va lue of f u t u r e premiums. Under regula tory account-
ing pract ices, the in teres t r a t e used for discounting is subject to s t a tu to ry 
l imi ta t ion a n d m a y not be represen ta t ive of the company ' s expected invest-
m e n t yield. Regula to ry reserves are also calculated wi thout regard to the 
e f fec t of wi thdrawals . In addi t ion, under regula tory practices, expenses, in-
cluding t he cost of acqui r ing new business, are charged against income as 
incurred and d iv idends a re provided as paid or accrued. Some regulatory 
reserving methods are designed to par t ia l ly offset the effect of charging such 
expenses as incurred . 
8.08 T h e in teres ts of policyholders a n d of the public in the f inancial 
in tegr i ty of the life insurance indus t ry make it i m p o r t a n t and proper t h a t the 
solvency of life insurance companies be demons t ra t ed to regulatory authori-
ties. Considerat ion of these interests , together with the uncer ta in t ies inherent 
in the fu tu re , has resulted in the conservat ive account ing pract ices prescribed 
or p e r m i t t e d by insurance regula tory author i t ies ( regulatory account ing prac-
tices).1 Solvency mus t be continuously demons t r a t ed for a life insurance 
c o m p a n y to be pe rmi t t ed to offer its services to the public. Federal income 
taxa t ion of life insurance companies is also based pr imar i ly on these insurance 
regula tory account ing pract ices . The use of general ly accepted account ing 
principles, as discussed herein, should not be construed as an indication tha t 
such account ing principles should also be used in repor t ing to insurance 
regu la to ry or tax ing author i t ies . 
8.09 SAS No. 1, section 544, Lack of Conformity With Generally Ac-
cepted Accounting Principles, p a r a g r a p h 2 s ta tes t h a t the basic postulates and 
broad principles of account ing comprehended in the t e rm "general ly accepted 
account ing pr inciples" which pe r t a in to business enterpr ises in general app ly 
also to regula ted companies , including insurance companies. Regula tory ac-
count ing prac t ices d i f fer in some respects f rom general ly accepted account ing 
principles. T h e purpose of this chap t e r is to discuss the difference between 
these two bases, and to set for th app rop r i a t e guidelines for account ing and 
f inancia l repor t ing in conformi ty with general ly accepted account ing princi-
ples for general-purpose f inancia l s t a t ements . The object of such s t a t emen t s is 
to provide reliable f inancia l informat ion about economic resources and obliga-
t ions of a business enterpr ise and changes in net resources result ing from its 
business act ivi t ies , measured as a going concern. 
8.10 A s u m m a r y of t he major areas involving var iances between regula-
to ry account ing pract ices and general ly accepted account ing principles is set 
for th below. E a c h of these a reas is discussed la ter in this section: 
Recognit ion of p r e m i u m revenues 
Recogni t ion of costs 
Loss recognition 
Defe r red income taxes 
1 Such practices have been prescribed by statute, regulation, or rule or have been permitted 
by specific approval or acceptance. 
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Valua t ion of inves tmen t s and recognition of realized and unreal ized gains 
(losses) thereon 
I n v e s t m e n t s in subsidiaries 
Special re insurance agreements 
C o m m i t m e n t fees 
Stockholders ' equ i ty 
M a n d a t o r y Securit ies Valuat ion Reserve (MSVR) 
N o n a d m i t t e d assets 
8.11 I t should be recognized t h a t regula tory account ing pract ices m a y 
result in other va r ia t ions f rom general ly accepted account ing principles. These 
include, b u t are not l imited to, (1) charging reserve " s t r eng then ing" direct ly 
to surp lus r a the r t h a n agains t income, (2) charging surplus r a the r t h a n income 
with prior service costs of pension plans, (3) ne t t ing encumbrances against 
re la ted assets and (4) t r ans fe r r ing only the par value of stock to capi ta l for 
ce r ta in stock dividends. Other a d j u s t m e n t s or reclassifications m a y be re-
qui red if t hey are ma te r i a l to the presenta t ion of f inancial position or results of 
operat ions, in conformi ty with general ly accepted account ing principles. 
Recognition of Premium Revenues* 
8.12 P r e m i u m s are designed to cover benef i ts expenses, and profi ts on the 
basis of assumpt ions with respect to mor ta l i ty , inves tment yield, wi thdrawals , 
a n d expenses. P r e m i u m s received in an t ic ipa t ion of f u t u r e benef i t s and ex-
penses provide inves table funds . The inves tment of such p remiums is recog-
nized in the ac tua r i a l assumpt ions a n d in set t ing the premiums. 
8.13 The following a l t e rna t ives for the t iming of recognition of p remium 
revenues for insurance cont rac t s were considered: 
1. At the complet ion of the cont rac t . 
2. At sale or issuance of the cont rac t . 
3. Dur ing the life of the cont rac t . 
I t was concluded t h a t p r e m i u m revenues should be recognized over the life of 
the con t rac t in proport ion to pe r fo rmance under the cont rac t ; accordingly, the 
f i rs t two a l t e rna t ives were rejected. I n general, the Commi t t ee agreed t h a t if 
pe r fo rmance could be measured by one or more of the p redominan t funct ions 
or services, p r e m i u m revenues should be recognized in direct proport ion to 
such funct ions or services or by some method which approx imates the measure 
of such func t ions or services. 
8.14 The following func t ions and services were considered as bases for 
recognizing p r e m i u m revenues: 
1. Premium collection—recognition of p r emiums as revenues under 
t r ad i t iona l s t a tu to ry pract ices . 
2. Costs incurred—recognition of p r e m i u m revenues in proport ion to 
costs incurred (acquisi t ion costs, benefi ts , and expenses). 
3. Invested funds—recognition of p r e m i u m revenues in relation to 
projected inves tmen t funds . 
4. Net amount at risk—recognition of p r e m i u m revenues in proport ion 
to 
* FASB Statement No. 97, Accounting and Reporting by Insurance Enterprises for Certain 
Long-Duration Contracts and for Realized Gains and Losses from the Sale of Investments, 
significantly impacts the recognition of premium revenues and loss recognition. 
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a. Gross a m o u n t a t risk reduced for cash surrender values. 
b. N e t a m o u n t a t risk weighted for probabi l i ty of dea th . 
5. Insurance in force—recognition of p r emium revenues in proport ion 
to the a m o u n t of insurance in force. 
Life and Endowment Contracts 
8.15 Whole-Life Contracts. Af te r consideration of the aforement ioned 
bases, it was concluded t h a t there was no p redominan t funct ion or service 
which provided a measure of the composite of all funct ions and services with 
respect to whole life contracts ; therefore, a level recognition of p remium 
revenue over the lives of individual cont rac t s was considered an app rop r i a t e 
method of recognition of revenues in proport ion to per formance . This level 
recognition of p r e m i u m revenues for whole-life cont rac t s is sat isfactor i ly 
accomplished by recognizing p r emiums as revenues when due. I t should be 
noted, however, t h a t such revenue recognition does not necessarily result in a 
level profi t recognition for the reasons discussed below. 
8.16 I t has been suggested t h a t life insurance is a risk under tak ing as 
opposed to a service funct ion . The Commi t t ee concluded t h a t the risk under-
t ak ing of a life insurance c o m p a n y consists of the pooling of individual risks 
under which the pr incipal risk is t h a t ac tua l experience will be more adverse 
t h a n the basic assumpt ions under ly ing p r e m i u m rates. Such assumpt ions have 
been referred to as "most real is t ic ," "best e s t ima te , " or "expected va lue" ra tes 
as to mor ta l i ty , interest , wi thdrawal , and expense. In each account ing period, 
a c o m p a n y realizes ac tua l experience wi th respect to these assumptions; in the 
process, a port ion of the risk of adverse experience is removed. The process of 
assuming these risks and gradua l ly being relieved from such risks represents 
a n essential func t ion or service per formed by a life insurance company. The 
risks of adverse devia t ions f rom which the company is relieved dur ing an 
account ing period, therefore, cons t i tu te an impor t an t measure of per formance 
t h a t should be recognized in de te rmin ing the t iming of the recognition of 
p r e m i u m revenues a n d re la ted costs. T h e inclusion of a provision for the risk of 
adverse devia t ions in a r r iv ing a t reasonably conservat ive assumpt ions will 
cause some prof i ts to emerge over the life of the cont rac t as risks are 
e l imina ted in t h a t 
1. In the absence of adverse deviat ions in mor ta l i ty , some profi ts will 
emerge in relat ion to the net a m o u n t a t risk. 
2. I n the absence of adverse deviat ions in the inves tment yield, some 
prof i ts will emerge in relation to invested funds or inves tment 
income. 
3. In the absence of adverse deviat ions in wi thdrawal rates, some 
profi ts will emerge in relation to the excess of (a) the dif ference 
be tween the benef i t reserve less unamor t ized acquisit ion expenses 
over (b) the re la ted cash value. 
4. In the absence of adverse devia t ions in es t imated expenses, some 
prof i ts will emerge in relation to expenses incurred. 
5. Any prof i t in the p remium in excess of provisions for adverse 
devia t ion will emerge in relation to p r emium revenues. Prof i t s 
emerging as a level percen tage of p remiums give recognition to the 
impor t ance of the sales effort as a source of profi t . Marg ins allocated 
to this funct ion , however, mus t not be a t the expense of providing 
for the risk of adverse deviat ions in the mor ta l i ty , inves tment yield, 
wi thdrawal , a n d expense assumptions. 
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8.17 Limited Payment Contracts (Other Than Term Contracts). As in the 
case of whole life contracts, revenues should be recognized in relation to 
performance under the contract. The level of performance under limited 
payment contracts is significantly greater during the premium-paying period 
than after such period, since all the sale and conservation services necessary to 
establish and retain the pooling of individual risks, many of the investment 
services, and other services, such as revisions of coverage, are generally greater 
during the shorter premium-paying period. If , after providing for mortality, 
withdrawals, expenses (including higher maintenance expenses and amortiza-
tion of acquisition costs during the premium-paying period), and the risk of 
adverse deviations (all based on assumed investment yield), there is any 
remaining gross premium in excess of the valuation premium, it is properly 
recognized over the premium-paying period in recognition of the higher level 
of services and functions performed during that period. Because of the provi-
sion for risk of adverse deviation from estimates of mortality, withdrawals, 
investment yield, and expenses over the life of the contract, this method should 
provide operating results that are both reasonable and conservative. 
Term Contracts 
8.18 A wide variety of term insurance contracts are issued. The clearly 
predominant service provided by many such term contracts is protection. 
Examples of term contracts where the predominant service is protection, 
include credit life insurance and other types of single or limited payment 
contracts of a relatively short duration. Gross premium revenues on such 
contracts should be recognized in proportion to the amounts of insurance in 
force. Expressed otherwise, written premiums should be recognized as earned 
during each year that a policy is in force in proportion to the ratio of the 
amount of insurance in force each year to the total of the annual amounts in 
force over the life of the policy. 
8.19 In instances where premiums are collected throughout the life of the 
term contract and where the contract is of sufficient duration as to make it 
unclear as to the relative significance of the protection service as opposed to 
the sales, collection, investment and conservation services necessary to estab-
lish and retain the pooling of individual risks, it may be appropriate to 
recognize premium revenues in the same manner as previously discussed for 
whole-life insurance contracts. However, the risks of adverse deviation with 
respect to the mortality and withdrawal assumptions are more significant than 
is the case with whole-life contracts. 
Annuity Contracts 
8.20 The reasoning underlying the accounting described for recognition of 
premium revenue from whole-life and limited payment life insurance contracts 
also applies to annuity contracts; therefore, annuity considerations should be 
recognized as revenue when due. 
Accident and Health Contracts (Health Insurance) 
8.21 Accident and health contracts generally fall into three categories: (1) 
individual, (2) group, and (3) credit. 
8 .22 Key features of these contracts are as follows: 
1. Individual Accident and Health 
a. Renewable at the option of the company (also referred to as 
cancellable)—premiums may be step-rate or level; but, for 
contracts which are expected to be renewed, rates are adjusta-
ble. 
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b. Collectively renewable—simi lar to (a) above b u t the company 
cannot cancel individual policies wi thout cancelling all policies 
in the pa r t i cu la r group or all like policies within a s ta te . 
c. G u a r a n t e e d renewable—renewable a t the option of the insured 
for a specified period; p r e m i u m rates are ad jus tab le , typical ly 
only for all like policies wi th in a s ta te . 
d. Noncance l l ab le—same as gua ran teed renewable except pre-
m i u m ra te is gua ran teed . 
2. G r o u p Accident and Hea l th 
Usual ly annua l renewable t e r m al though companies m a y gua ran tee 
ra tes for two or th ree years; usually cannot be cancelled unless 
pa r t i c ipa t ion requ i rements a re not met ; experience ra t ing provisions 
a re common. 
3. Credi t Accident and Hea l th (Group and Indiv idua l ) 
a. Single p r e m i u m — t e r m of the cont rac t ranges f rom several 
mon ths to several years. M a x i m u m premium rates are st ipu-
la ted by the s ta tes . 
b. Month ly ou t s t and ing ba lance—simi la r to regular G r o u p Acci-
den t and Hea l th . 
8.23 T h e account ing for accident and heal th insurance policies, which are 
expected to be in force for a reasonable period of t ime and for which e lements 
of expense or benef i t costs are not level, should follow the same principle of 
account ing as followed for whole-life insurance. Accordingly, p r emium reve-
nues should be recognized over the p remium-pay ing period. For other kinds of 
hea l th insurance, gross p r emiums should be recognized as revenues on a pro 
r a t a basis over the period covered by the p remium except in those cases of 
credi t acc ident and hea l th where the coverage decreases by passage of t ime. 
For the l a t t e r t ype contrac ts , gross p remiums should be recognized as revenues 
over the s t a t ed period of the cont rac t in reasonable relat ionship to the 
an t i c ipa t ed claims. 
Recognition of Costs* 
8.24 Hav ing de te rmined the m a n n e r in which p remium revenue is to be 
recognized, it is necessary to consider the m a n n e r in which costs (benef i ts and 
expenses) should be associated with p remium revenue. The association is 
dependen t upon the assumpt ions and methods used in account ing for annua l 
costs. 
Life Insurance Other Than Short Duration Term Contracts 
8.25 Annua l charges for costs in conformi ty with general ly accepted 
account ing principles should be de te rmined using methods which include 
assumpt ions for interest , mor ta l i ty , wi thdrawals , expenses, and other benefi ts . 
T h e cost of acqui r ing new business should be deferred and other non-level costs 
should be provided for in order to charge operat ions in proport ion to p remium 
* FASB Statement No. 97 significantly impacts the recognition of premium revenues and loss 
recognition. 
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revenue. T h e assumpt ions used, including provision for the risk of adverse 
devia t ion, mus t be reasonably conservat ive. 
8.26 T h e basic assumpt ions and methods and considerations related 
the re to a re discussed below. 
8.27 Acquisition Expenses. Regula tory account ing pract ices require t h a t 
commissions a n d other expenses in connection with acquir ing new business be 
charged aga ins t income as incurred. In m a n y instances, commissions and other 
acquisi t ion expenses will exceed re la ted p remiums dur ing the init ial year t h a t 
policies a re in force. I n a period of increasing product ion, the results of 
opera t ions a re depressed because acquisi t ion expenses are charged against 
income cur ren t ly , whereas related p r emiums will be recognized as income in 
la ter years . Conversely, in a period of decreasing product ion, the results of 
opera t ions are benef i ted by p r emiums being t aken into income, whereas 
re la ted acquisi t ion expenses were charged aga ins t income in prior periods. 
Accordingly, acquisi t ion expenses should be deferred and charged agains t 
income in proport ion to p r e m i u m revenues recognized. Reference is made to 
Appendix B for a discussion of the considerat ions involved in the method to be 
used for amor t iz ing acquisi t ion costs. 
8.28 Only those acquisi t ion expenses which both va ry with, and are 
p r imar i ly re la ted to, the product ion of new business should be deferred. These 
should include renewal commissions based on a descending commission scale 
even though such expenses are incurred subsequent to issue. The inclusion of 
a n y indirect expenses in acquisi t ion expenses requires j udgmen t on the pa r t of 
both the c o m p a n y a n d the audi tor with overr iding considerations being those 
of reasonable conservat ism, consistency, and recoverabil i ty. 
8.29 Genera l ly speaking, there are two broad types of acquisi t ion ex-
penses. T h e first is related to the ac tua l sale of insurance, for example, 
commissions. The second is re la ted to the processing of business submi t t ed by 
agen t s a n d the se t t ing u p of the necessary records. 
8.30 In some companies v i r tua l ly all "sa les" expense is composed of 
compensa t ion paid to agents . Such compensat ion relates direct ly to the 
a m o u n t of business produced by an agent . In other companies considerably 
less compensat ion will be paid to agents; however, addi t ional sums will be paid 
to salaried employees, such as to b r anch office manager s and employees or to 
field represen ta t ives who call on and assist the agents . There a re also compa-
nies t h a t do not sell th rough agents . Some companies employ a salaried sales 
force. Other companies opera te on the mail-order plan and, in order to acquire 
business, these companies incur costs for brochure design and pr in t ing , post-
age, adver t is ing, and other direct solicitation expenses. Regardless of the 
method used by a pa r t i cu la r c o m p a n y to sell insurance, an acquisi t ion expense 
should be deferred only if the expense both varies with and is p r imar i ly related 
to the product ion of new business. 
8.31 Issue, as opposed to sales, expenses are generally incurred in the 
home office of a company . In some companies, issue funct ions are pa r t l y 
per formed in regional or b r anch offices. Issue costs which m a y be deferred are 
those expenses of the underwr i t ing and policy issue d e p a r t m e n t s which are 
p r imar i ly re la ted to and va ry with new business. 
8.32 Af te r de te rmin ing whether an acquisi t ion expense is to be deferred, 
it is usual ly necessary to allocate such expenses by line of business and by type 
of business (e.g. p e r m a n e n t and t e rm) or by some other classification in order 
to associate t h e m with the re la ted p r e m i u m revenue. These result ing factors 
for expenses should be measured agains t the expense assumpt ions used in 
se t t ing p r e m i u m s as a test of the reasonableness of the allocations. 
AUG-SLI 8.32 
52 Stock Life Insurance Companies 
8.33 Actua l acquisi t ion expenses, as dist inguished from those assumed, 
should be used in the calculat ions as long as it can be shown t h a t the gross 
p r e m i u m s charged are suff ic ient to cover the ac tua l expense. However, as a 
prac t ica l m a t t e r , most ac tua r i a l techniques require the use of es t imates to 
ca lcula te the a m o u n t s to be deferred. Such es t imates are made before the costs 
a re ac tua l ly incurred. As in the case of var iances f rom s t anda rd costs in other 
businesses, it m a y not be necessary to ad jus t such es t imates to ac tua l if they 
do not v a r y s ignif icant ly f rom ac tua l acquisi t ion expenses. 
8.34 Policy benef i t s and unrecovered acquisi t ion costs m a y be accounted 
for by means of a single va lua t ion reserve using factors expressed as a m o u n t s 
per thousand dollars of insurance in force. Such va lua t ion represents the 
present va lue of all benef i t s and expenses related to policies in force reduced 
by the present va lue of t h a t port ion of gross p remiums necessary to cover such 
benef i t s and expenses. M a n y assert t h a t this single va luat ion reserve is also 
the most a p p r o p r i a t e basis for f inancial s t a t e m e n t presenta t ion . Those who 
hold this view believe the in te rdependen t relat ionship between benef i ts and 
expenses re la ted to policies in force and the p remiums expected on such 
policies require the net va lua t ion reserve to be presented as a single amoun t in 
the ba lance sheet. 
8.35 Policy benef i t s and unrecovered acquisi t ion costs m a y also be ac-
counted for separa te ly . M a n y assert t h a t such separa te account ing is also the 
most app rop r i a t e basis for f inancial s t a t e m e n t presenta t ion. Those who hold 
this view believe t h a t there is a s ignif icant di f ference in the na tu re of 
acquisi t ion expenses a l ready incurred, which must be recovered from the 
expense port ion of f u t u r e p remiums, and the l iabil i ty represent ing the benef i t 
port ion of p r e m i u m s collected, which are being held to meet fu tu re benefi ts . 
They believe t h a t this d i f ference requires separa te presenta t ion of such 
a m o u n t s in the ba lance sheet. 
8.36 E a c h method accomplishes a reasonable association of costs with 
related revenues and should produce the same net income and stockholders ' 
equi ty . 
8.37 T h e defer ra l and amor t iza t ion of acquisi t ion costs represents a 
s ignif icant change in account ing pract ices for life insurance companies. Such 
defer ra l a n d amor t i za t ion will general ly represent a subs tan t ia l portion of the 
d i f ference be tween stockholders ' equ i ty and net income presented in conform-
ity with general ly accepted account ing principles and such amoun t s presented 
in accordance with regula tory practices. The magn i tude of deferred acquisi-
tion costs and thei r effect on reported earnings will be of s ignif icant interest to 
the users of life insurance c o m p a n y f inancial s t a tements . In light of these 
facts , the Commi t t e e has concluded tha t , because of the magn i tude of such 
amounts , complete disclosure requires their separa te presenta t ion and tha t , 
because of their na tu re , fair presenta t ion requires classification of unamor-
t ized acquisi t ion costs as a defer red charge. 
8.38 Other Expenses. If an expendi ture has subs tan t ia l f u t u r e ut i l i ty , and 
is clearly associated with and recoverable f rom f u t u r e revenue, it m a y be 
considered for sepa ra te defer ra l in line with pract ices followed in other 
industr ies . An example of such an expendi ture might be compute r systems 
costs. If separa te ly deferred, the expense should be amor t ized in a sys temat ic 
and ra t ional manner . 
8.39 Non-level expenses, such as t e rmina t ion or se t t l ement expenses, and 
expenses a f t e r the p remium-pay ing period mus t be provided dur ing the 
p r emium-pay ing period. 
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8.40 A portion of a life insurance company's expenses, such as policy 
maintenance and general overhead, are not associated directly with acquiring 
new business nor are they appropriate for separate deferral. As in the case of 
other business enterprises, such expenses should be charged to operations in 
the period incurred. Therefore, level renewal expenses in the premium-paying 
period do not require a reserve to be provided, but the expense portion of the 
gross premium must be adequate to cover such expenses as well as deferred 
costs. In addition, all renewal expense assumptions should take into account 
the possible effect of inflation on these expenses. 
8.41 Interest (Return on Funds Invested). The rate of interest used in an 
actuarial valuation is an expression of a composite yield rate assumed on the 
funds invested or to be invested to provide for the future benefits and 
expenses. Since in most instances the investments include equity securities and 
real estate as well as debt securities, the yield rate includes dividends, rental 
income and interest. Such yield rate should be net of investment expenses. 
8.42 Actual yields will tend to significantly influence the interest assump-
tion. The influence of actual yields on the interest assumptions will usually be 
reflected more frequently and more currently in the rates charged for insur-
ance than is the case for the statutory maximum interest limitation, used for 
computing statutory reserves. Statutory interest assumptions are frequently 
lower than actual or expected yields. The use of such lower interest assump-
tions tends to defer the recognition of income. Over the lives of any specified 
group of policies, the total income earned is the same regardless of the interest 
assumption used for accounting purposes. However, the annual incidence of 
income recognition will vary with the assumptions used. The use of a low 
reserve interest assumption initially places a greater portion of the gross 
premium in the reserve annually than does the use of a higher assumption. 
Thus, the use of low reserve interest assumptions tends to reduce the amount 
of income that might otherwise be reported in the early policy years, while 
income in later policy years tends to be benefitted when high reserves are 
released upon death and surrender. 
8.43 To the extent that the statutory interest assumptions differ signifi-
cantly from the average yield rate that can be expected on the funds invested 
or to be invested, more realistic assumptions should be considered. The 
selection of such an interest assumption is a subjective judgment which must 
be made by the company in light of the long term nature of life insurance, the 
contractual obligations under life insurance policies, and the inherent inability 
to forecast the future with certainty. 
8.44 The interest assumption for each block of new issues should not be 
inconsistent with such factors as actual yields, trends in yields, portfolio mix 
and maturities, and a company's overall investment experience generally. 
Since life insurance involves long-term obligations and investment risks, the 
assumed interest rate should include provision for the risk of adverse deviation 
from such estimates. Generally, the interest assumption to be used in comput-
ing reserves in conformity with generally accepted accounting principles 
should be based on the estimate of future interest expected at the time that 
the policies are issued. 
8.45 To the extent that subsequent yields exceed the interest rate as-
sumed in establishing policy reserves, such excess interest should be reported 
as income as it is earned. Periodically adjusting the reserve interest assump-
tions for in-force business to reflect changed conditions prospectively is not 
considered appropriate since the inherent fluctuations in investment yields 
make it impracticable to determine the proper timing and the extent to which 
such adjustments should be made. 
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8.46 Mortality. M i n i m u m legal s t anda rds for s t a tu to ry reserves are based 
on mor ta l i ty tables prescribed by the various s ta tes as recommended by the 
Na t iona l Association of Insurance Commissioners. At present , the m i n i m u m 
s t anda rd for reserves on ord inary issues is the Commissioner 's 1958 S tanda rd 
Ordinary Table . Under regula tory account ing practices, no change can be 
made in the reserves for existing insurance in force which would cause the 
reserves to be less t han the m i n i m u m s tandards in effect when the policies 
were issued. 
8.47 The mor ta l i ty assumpt ion to be used in de te rmin ing annua l reserve 
addit ions in conformity with generally accepted account ing principles should 
be based on realistic es t imates of expected mor ta l i ty . As in the case of other 
est imates, provision for adverse deviat ions should be included. For a n y blocks 
of business which are subject to lit t le or no underwr i t ing selection, the use of 
ul t imate-only or aggregate mor ta l i ty tables will be appropr ia te . Where there is 
adequa te medical underwri t ing , a select table should be used. 
8.48 Withdrawals. Under regulatory account ing practices, no specific 
provision for the l iabil i ty for wi thdrawals ( te rmina t ions for reasons other t h a n 
dea th or m a t u r i t y ) is required because cash surrender values or other nonfor-
fei ture benef i t s on an individual policy basis rarely exceed s t a tu to ry reserves. 
8.49 Reserves provided on the basis of reasonably conservat ive assump-
tions as to interest and mor ta l i ty m a y be less t han expected nonforfe i ture 
benefi ts so t h a t a provision should be made for an t i c ipa ted nonforfe i ture 
benefi ts . In addit ion, wi thdrawals a f fec t an t i c ipa ted p remiums and dea th 
benefits; therefore, the reserve computa t ions should include appropr i a t e provi-
sion for wi thdrawals , using an t i c ipa ted wi thdrawal ra tes and con t rac tua l 
nonforfei ture benefi ts . An assumpt ion for wi thdrawals is necessary even for 
t e rm insurance policies which contain no wi thdrawal benefi ts , because of the 
effect of wi thdrawals on an t i c ipa ted p remiums and dea th benefi ts . 
8.50 The present value of expected nonforfe i ture benef i t s will usually be 
less t h a n the aggregate cash values of all policies outs tanding . Reserves 
de termined in conformity with generally accepted account ing principles m a y 
be less t h a n aggregate cash value, since, on a going concern basis, it is 
unrealist ic to assume t h a t all policies will be surrendered for cash. 
8.51 Wi thd rawa l ra tes used in comput ing reserves in conformity with 
generally accepted account ing principles should va ry by plan, age, mode of 
p remium p a y m e n t , dura t ion , and other factors. If composite ra tes are used, 
they should be representa t ive of the company ' s ac tua l mix of business. 
8.52 As in the case of interest and mor ta l i ty es t imates , provision for the 
risk of adverse deviat ion f rom such es t imates should be included. 
8.53 Policy Dividends. Regula tory account ing pract ices for dividends on 
individual pa r t i c ipa t ing policies generally require a provision for dividends 
expected to be paid over the annua l period subsequent to the da te of the 
f inancial s t a tements . Because of the impac t of high initial policy acquisi t ion 
costs, m a n y companies issuing pa r t i c ipa t ing policies do not provide for or 
declare any dividends unti l two full annua l p remiums have been collected. For 
such companies there is no charge in the f inancial s t a t emen t s for a dividend 
provision in the first year t h a t a pa r t i c ipa t ing policy is in force. Fur the rmore , 
undis t r ibu ted earnings on pa r t i c ipa t ing business are included in unassigned 
surplus wi thout regard to the fact t h a t all such earnings m a y not inure to the 
benefi t of the shareholders. 
8.54 To de te rmine the appropr i a t e account ing in conformity with gener-
ally accepted account ing principles for pa r t i c ipa t ing business, it is necessary 
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to consider any restr ict ions on the amoun t of earnings of pa r t i c ipa t ing policies 
which can inure to the benef i t of shareholders. Such restr ict ions m a y be 
imposed by law, char ter , or cont rac t or they m a y be self-imposed as demon-
s t ra ted by company policy or pract ice . 
8.55 For those companies for which there a re no earnings restr ict ions and 
who use dividend scales t h a t m a y be unre la ted to ac tua l earnings, the 
specified policy dividends (based upon dividends an t i c ipa ted or intended in 
de te rmining gross p remiums or as shown by published dividend projections a t 
the da te policies are issued) should be provided for r a t a b l y over the p remium 
paying period. The specified dividend m a y be considered as a p lanned contrac-
tual benef i t in comput ing reserves. However, it m a y be necessary to ident i fy 
the amoun t of such dividends in order to calculate deferred income taxes in 
those cases where there is a quest ion as to whether or not the dividend 
provision in the reserves, together with dividends declared or paid, m a y exceed 
the amoun t of dividends otherwise deduct ible for federal income tax purposes 
in the "wi th -and-wi thou t" calculat ions described in Appendix C. 
8.56 For those companies for which there are l imita t ions on the a m o u n t of 
earnings which m a y inure to stockholders, the policyholders' share of earnings 
on such business which cannot be expected to inure to stockholders, should be 
excluded f rom stockholders ' equi ty by a charge to operat ions and a credit to an 
appropr i a t e l iabil i ty account in a manne r similar to the account ing for 
earnings appl icable to minori ty interests . Dividends declared or paid should be 
charged to the l iabil i ty account . Dividends declared or paid on such business, 
in excess of the l iabil i ty account , should be charged to operations. 
8.57 In establishing provisions for policyholders' share of earnings, consid-
erat ion must be given to whether earnings appl icable to policyholders and to 
stockholders are de te rmined based on earnings or whether they are de te rmined 
on a basis unre la ted to earnings. In those instances where earnings appl icable 
to policyholders and stockholders are de te rmined based on earnings before 
provision for policyholders ' share, ad ju s tmen t s to conform to generally ac-
cepted account ing principles create t iming differences between the inclusion of 
i tems in income and expense in ad jus ted f inancial s t a t emen t s and s t a tu to ry 
s ta tements . For the purpose of comput ing a provision for the policyholders ' 
share of earnings, these t iming differences should be considered in the same 
manne r as t iming differences be tween f inancial s t a t emen t s and tax re turns are 
considered in calculat ing provisions for deferred income taxes. For example, a 
company, either by law or by in ten t , m a y de te rmine t h a t 90% of earnings on 
par t i c ipa t ing policies mus t inure to the benef i t of pa r t i c ipa t ing policyholders. 
If earnings before dividends on its pa r t i c ipa t ing business, de te rmined in 
conformity with generally accepted account ing principles, are $1 million, 
provision should be made for policyholders ' share of earnings by a charge to 
operat ions for $900,000 (90% of $1 million). Actual dividends should be 
t r ea ted as previously described. 
8.58 A second example relates to the legal restr ict ion which l imits the 
amoun t which m a y inure each year to stockholders f rom cer ta in pa r t i c ipa t ing 
business to the grea ter of (1) 10% of the s t a tu to ry earnings before policyholder 
dividends or (2) f i f ty-cents-per- thousand of pa r t i c ipa t ing life insurance in 
force. 
8.59 For a company whose s t a t u t o r y earnings on pa r t i c ipa t ing business is 
subject to the 10% l imitat ion and which is expected to cont inue to be in t h a t 
s i tuat ion, t iming differences and thei r reversal will a f fec t policyholders' and 
stockholders ' share of pa r t i c ipa t ing earnings. For a company whose s t a tu to ry 
earnings on pa r t i c ipa t ing business is subject to the f i f ty-cents-per- thousand 
l imita t ion, and which is expected to cont inue to be in t h a t s i tuat ion, t iming 
AUG-SLI 8.59 
56 Stock Life Insurance Companies 
differences and their reversals will not a f fec t the a m o u n t of earnings which 
can inure to stockholders. I n the former case, a provision for policyholders' 
share of pa r t i c ipa t ing earnings should be m a d e by a charge to operat ions based 
on 90% of repor ted predividend earnings. In the la t te r case, a provision should 
be made by a charge to operat ions for all reported predividend income in 
excess of f i f ty-cents-per- thousand. 
8.60 F inancia l s t a t emen t s p repared in conformi ty with generally ac-
cepted account ing principles m a y reflect predividend income which would 
produce an a p p a r e n t basis of calculat ion of policyholders' share of pa r t i c ipa t -
ing earnings t h a t differs f rom the basis used in s t a tu to ry s ta tements . Such a 
change in basis of calculat ion should only be recognized if c i rcumstances 
indicate t h a t the t iming differences which crea te the change in basis are likely 
to produce the same results for s t a tu to ry purposes when such t iming differ-
ences reverse. 
8.61 A thi rd example relates to stock companies which issue pa r t i c ipa t ing 
policies t h a t are subs tan t ia l ly similar to pa r t i c ipa t ing policies of m u t u a l 
companies in t h a t all, or subs tan t ia l ly all, of the earnings on such policies 
inure to the benef i t of policyholders. As in the other examples, earnings which 
cannot inure to stockholders should be excluded from stockholders ' equ i ty by a 
charge to operat ions and a credit to a l iabil i ty account . 
8.62 I t should be noted t h a t for pa r t i c ipa t ing business for which all, or 
subs tant ia l ly all, of the prof i ts inure to policyholders or for which amoun t s 
t h a t m a y inure to stockholders are l imited to f i f ty-cents-per- thousand, adjus t -
ments to conform to generally accepted account ing principles will not a f fec t 
net income or stockholders ' equi ty . However, they will a f fec t individual i tems 
within the f inancial s t a t emen t s . The audi tor mus t de te rmine whether the 
ad jus tmen t s to individual i tems within the f inancial s t a t emen t s are necessary 
for a fair presenta t ion of f inancial position and results of operations. 
8.63 Other Benefits. Other gua ran teed benefi ts , such as coupons, annua l 
endowments and conversion privileges under te rm insurance cont rac ts should 
also be provided for r a tab ly , as opposed to being recognized only as such 
benefi ts become payab le or m a t u r e . 
Short Duration Term Life Insurance Contracts 
8.64 Where gross p r e m i u m revenues for short dura t ion t e rm life insurance 
contracts are recognized in proport ion to the amoun t s of insurance in force, 
acquisit ion costs should be amor t ized in proport ion to the amoun t of p r emium 
revenue recognized in each account ing period. D e a t h and other benefi ts should 
be recognized in the period incurred, unless f u t u r e p r emium revenues are not 
expected to be suff icient to cover such benef i t s and to recover unamor t ized 
acquisit ion costs. I n such case, the result ing an t i c ipa ted f u t u r e losses should be 
recognized in the period when such losses become a p p a r e n t . (See "Loss Recog-
ni t ion", pa r ag raphs 8 .89 through 8.93.) 
8.65 Al ternat ively , companies m a y establish benef i t reserves in accor-
dance with general ly accepted account ing principles and defer suff icient 
p remium revenues so t h a t the aggregate l iabil i ty approx imates the a m o u n t of 
p remium revenues which would be deferred as a result of appl icat ion of the 
method set for th under "Recognit ion of P r e m i u m Revenues—Term Con-
t r ac t s " , pa r ag raphs 8 .18 and 8.19. In ei ther case, acquisi t ion costs should be 
deferred and amor t ized as described above. 
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Annuity Contracts 
8.66 Immediate Annuities. A reserve for f u t u r e a n n u i t y p a y m e n t s and 
expenses should be provided in an a m o u n t app rox ima t ing the considerat ion 
less acquisi t ion costs. Since all of the considerat ion is invested immedia te ly a t 
a known ra te of in teres t when the reserve is set u p and the flow of inves tment 
cash can be ma tched very closely to the flow of benef i ts , l i t t le provision for 
adverse deviat ion in inves tmen t resul ts is necessary. Consequent ly , an interes t 
r a t e based on the new money r a t e of the c o m p a n y in the yea r of issue m a y 
f r equen t ly be appropr i a t e . T h e mor ta l i ty assumpt ion in a n n u i t y reserves 
involves the most s ignif icant risk of adverse devia t ion . I t should be recognized 
t h a t conservat ism in providing reserves for a n n u i t y benef i t s means , in the case 
of the mor ta l i ty assumpt ion , a lower assumed dea th rate , since ordinar i ly the 
a n n u i t a n t is paid an income th roughout his l i fe t ime and the ef fec t of improved 
mor ta l i ty is to d iminish or, in some cases, e l imina te a n n u i t y profi ts . Provision 
should be made for f u t u r e expenses and deferred acquis i t ion expenses should 
be amort ized dur ing the p r emium-pay ing period. W i t h d r a w a l s under single 
p r e m i u m immed ia t e annui t i es are qu i t e uncommon, the immed ia t e benef i t 
usual ly being l imited to the presen t va lue of a n y gua ran t eed p a y m e n t s under 
the cont rac t . As a result , wi thdrawals can general ly be ignored in reserving for 
these plans. 
8.67 Deferred Annuities. Defe r red annui t ies , both the single p r e m i u m 
and annua l p r e m i u m types , m a y be considered in two sepa ra t e segments . The 
f i rs t segment is the accumula t ion or deferred period, dur ing which there is 
re la t ively lit t le risk to the c o m p a n y except fa i lure to earn the gua ran t eed net 
in teres t ra te . N e t p r e m i u m s are a ccumula t ed a t in teres t , and much like a 
savings account , the cash sur render value m a y be wi thd rawn . The second 
segment is the payou t or l iquidat ion period, dur ing which a n n u i t y income 
p a y m e n t s are m a d e to the a n n u i t a n t and the mor ta l i ty risks described above 
are int roduced. 
8.68 For both types of defer red cont rac ts , reserves should be based on the 
accumula t ion of a m a t u r i t y va lue equal to the es t ima ted init ial reserve 
required a t the t ime the a n n u i t y becomes income-paying. This m a t u r i t y value 
will generally be larger t h a n the ini t ial reserve for cu r ren t immed ia t e annui -
ties, pa r t i cu la r ly in the case of a n n u a l p r e m i u m deferred annui t ies . This resul t 
follows f rom the d i f ference in the t iming of the cash flow and consequent 
inves tment . Under single p r e m i u m deferred annui t ies , all of the net cash is 
invested immedia te ly . However , some of the f u n d s a re usual ly re invested and 
therefore, some recognition of the possibili ty of adverse deviat ions in the 
inves tmen t income is app rop r i a t e . For a n n u a l p r e m i u m cont rac ts , the fac tors 
a f fec t ing the choice of an i nves tmen t income assumpt ion are s imilar to those 
for life insurance. Accordingly, the considerat ions for the provision for adverse 
devia t ion are s imilar to those for life insurance. 
8.69 Individual Variable Annuities. U n d e r an individual deferred var ia-
ble a n n u i t y cont rac t , the cont rac tholder ' s p a y m e n t s , a f t e r deduct ion of speci-
fied sales and admin i s t r a t i ve charges, are used to purchase un i t s of a separa te 
inves tmen t account . The uni t s m a y be sur rendered for their cu r ren t value, 
a l though there is of ten a small sur render charge, or be appl ied to purchase 
a n n u i t y income. T h e cont rac tholder bears the i nves tmen t risk while the 
insurer gua ran tees mor t a l i t y and m a x i m u m expense charges. Defer red con-
t r ac t s provide a dea th benef i t dur ing the defer red period under which the 
benef ic ia ry usual ly receives the g rea te r of the sum of p r e m i u m s paid or the 
value of to ta l un i t s to the credit of the account a t t ime of the cont rac tholder ' s 
dea th . 
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8.70 I m m e d i a t e va r iab le a n n u i t y con t rac t s a re s imilar to m a t u r e d 
deferred var iab le a n n u i t y cont rac ts . T h e cont rac tholder bears the i nves tmen t 
risk and his income var ies wi th the un i t va lue ad jus ted for the inves tmen t 
r e tu rn assumed in de te rmin ing his ini t ial income. T h e insurer gua ran tees 
mor ta l i ty and m a x i m u m expense charge. 
8.71 Ind iv idua l var iable a n n u i t y con t rac t s provide two sources of income 
to offset expenses; namely , deduct ions f rom considerat ions or sales charges and 
asset charges or m a n a g e m e n t fees. Excep t for acquis i t ion costs, expenses a re 
fa i r ly level and should be m a t c h e d with deduct ions f rom considerat ions. Sales 
charges will normal ly be used as the sole revenue base for ma tch ing acquisi-
tion costs. If they are insuff ic ient to recover commissions a n d other acquisi t ion 
costs, it m a y be a p p r o p r i a t e to ma t ch cer ta in acquis i t ion costs aga ins t a 
port ion of asset charges if the re is suff ic ient marg in in f u t u r e asset charges. 
Any one-t ime fee charged a t the t ime a con t rac t is sold should be sub t rac ted 
f rom related acquisi t ion costs in de te rmin ing the net a m o u n t to be amor t ized . 
These costs should be amor t i zed over the period in which revenue is recog-
nized. 
8.72 Asset charges are in tended to cover i nves tmen t m a n a g e m e n t , cer ta in 
admin i s t r a t i ve expenses, mor ta l i ty , and expense risks assumed by the insurer . 
A d j u s t m e n t s for ma tch ing purposes should not be required unless sales charges 
are insuff ic ient to recover acquisi t ion costs. 
Accident and Health Contracts 
8.73 Long-Term Contracts. Long- te rm individual and group accident and 
hea l th cont rac t s include noncancel lable, collectively renewable, and guaran-
teed renewable contrac ts . Con t r ac t s which are renewable a t the option of the 
c o m p a n y (cancellable con t rac t s ) m a y also be considered to be long-term when 
it can be demons t r a t ed t h a t such con t rac t s a re likely to r emain in force for a 
reasonable period of t ime, s imilar to gua ran t eed renewable cont rac ts . 
8.74 Costs ( including acquisi t ion expenses) should be al located to premi-
ums recognized over the cu r r en t and expected renewal period. Accordingly, in 
addi t ion to liabilit ies provided for incurred claims, reserves should be provided 
on the same principle as the reserves used for o rd inary life insurance. Such 
reserves represent the present va lue of f u t u r e costs less the present va lue of 
expected f u t u r e va lua t ion p remiums , ca lcula ted using ac tua r ia l a ssumpt ions 
which, as for life insurance, m a k e reasonable provision for the risks of adverse 
deviat ion. For gua ran teed renewable, collectively renewable, and long-term 
cancellable cont rac ts , e s t ima tes of f u t u r e p r e m i u m s should, in some cases, 
consider an t i c ipa t ed p r e m i u m increases and their ef fec t on lapses and ant i -
selection ( the t endency for higher pers is tency of poor risks). 
8.75 Short-Term Contracts. For acc ident and hea l th con t rac t s of a short 
dura t ion , acquisi t ion costs should be deferred and amor t ized in proport ion to 
p r e m i u m s recognized. Liabi l i t ies are required only for c la ims incurred, pro-
vided t h a t there are no expected increases in the ra t io of claims to p r e m i u m s 
earned. 
8.76 Assumptions and Estimates. Assumpt ions and es t imates used in 
de te rmin ing a n n u a l revenue and cost m u s t proper ly ref lect the unique charac-
terist ics of var ious types of acc iden t and hea l th coverage. 
8.77 I t is general ly a p p r o p r i a t e for companies to use the assumpt ions 
developed by the ac tua ry . T h e audi to r should expect the a c t u a r y to demon-
s t r a t e the adequacy and appropr i a t eness of the as sumpt ions used in de te rmin-
ing ac tua r ia l i tems. 
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8.78 In de te rmin ing the reasonableness of the assumpt ions , the adequacy 
of the gross p r e m i u m mus t be considered. The basic test of gross p r e m i u m 
suff ic iency is whe ther the benef i t reserves plus the present va lue of expected 
f u t u r e gross p r e m i u m s is a t least equal to the a m o u n t of unamor t i zed acquisi-
tion costs plus the present va lue of f u t u r e benef i t s and expenses. Any r ight to 
increase p r e m i u m s and the r ight not to renew policies should be considered in 
this de te rmina t ion . 
8.79 If a. c o m p a n y has a d e q u a t e and mean ingfu l claim experience, it 
should use factors der ived f rom such experience. Otherwise it would be 
app rop r i a t e to use recognized morb id i ty tables, ad jus ted for the effect of 
selection and var ia t ions in individual c o m p a n y underwr i t ing pract ices . 
8.80 Whereas the risk of adverse devia t ion with respect to in teres t m a y 
be most s ignif icant in a whole-life con t rac t , the morb id i ty and lapse risks will 
likely be more s ignif icant in an acc ident and hea l th cont rac t . Anti-selection in 
renewal years or external t rend factors , such as economic condit ions and 
medical developments , m a y crea te higher ra tes of morb id i ty by policy dura-
tion t h a n are provided in s t a t u t o r y tables or i ndus t ry experience tables. The 
risk of anti-selection should be considered in the choice of morb id i ty assump-
tions. 
8.81 Morbidity. Claim cost a ssumpt ions normal ly have a s ignif icant 
effect on the level of reserves. T h e claim cost a ssumpt ions used in the 
calculat ion of reserves should be based on realist ic e s t imates of expected claim 
cost experience a t the t ime p r e m i u m s are establ ished, or revised, or policies 
a re issued. Considerat ion should be given to the level and incidence of claims 
for var ious types of coverage (e.g., noncancellable, gua ran t eed renewable, 
cancellable) and for such other fac tors as occupat ional class, wai t ing period, 
sex, age, and benef i t period. Where c o m p a n y experience is unava i lab le or 
inadequa te , an app rop r i a t e basis for claim cost a ssumpt ions would be i ndus t ry 
experience ad jus ted for expected experience for a specific coverage. 
8.82 Lapse Rates (Withdrawals). Lapse ra tes will have a mate r i a l effect 
on the level of reserves. The guidelines ment ioned previously should be 
considered in es tabl ishing lapse r a t e assumpt ions for individual and group 
accident and hea l th insurance. Since lapse experience m a y v a r y sharp ly 
between types of contrac ts , the mix of business mus t be considered. I t should 
be noted t h a t for coverages which have increasing claim costs, it is not 
conservat ive to assume high lapse ra tes in renewal years. 
8.83 Interest. As in the case of life insurance, where the effect of ad jus t ing 
interes t a ssumpt ions to a more a p p r o p r i a t e r a t e would have a mate r i a l effect 
on the f inanc ia l s t a t e m e n t s , such an a d j u s t m e n t should be made . (See 
p a r a g r a p h s 8 .40 through 8.44, " I n t e r e s t ( R e t u r n on F u n d s Inves ted) . " ) 
Retrospective Commission or Experience Refund 
Arrangements 
8.84 In those cases where re t rospect ive commission or experience r e fund 
a r r a n g e m e n t s exist, care should be exercised to see t h a t prof i t s in any period 
do not include any a m o u n t s t h a t are expected to be paid to the agent or other 
p a r t y in the form of experience r e funds or addi t ional commissions. A sepa ra t e 
l iabili ty, based on experience, should be provided for such amount s . 
Summary 
8.85 In de te rmin ing the provisions for risks of adverse deviat ion, it will be 
necessary to consider the individual assumpt ions ; however, the provisions 
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mus t be reasonable in relat ion to the tota l va lua t ion p r e m i u m . 2 Conserva t i sm 
in de te rmin ing such provisions should also be considered in relat ion to the 
effect of the provision on recognition of prof i t . Conserva t i sm with respect to 
individual assumpt ions will not necessari ly result in conservat ive recognition 
of profi t . For example , a conservat ive provision for mor t a l i t y could resul t in 
deferral of prof i t on ord inary whole-life con t rac t s b u t could result in accelera-
tion of prof i t s on endowment con t rac t s and on decreasing t e r m cont rac ts . I n 
addi t ion, because of the in te r re la t ionship of assumpt ions , conserva t i sm wi th 
respect to one assumpt ion m a y have the opposite ef fec t on the resul ts pro-
duced by other assumpt ions . 
8.86 I n de te rmin ing the reasonableness of the assumpt ions , e i ther individ-
ually or as composi te factors , the a d e q u a c y of the gross p r e m i u m m u s t be 
considered. If the va lua t ion p r e m i u m exceeds the gross p r emium, a loss is 
indicated. Such loss should be recognized cur ren t ly as discussed in the section 
"Loss Recogni t ion." 
8.87 In order to use a va lua t ion p r e m i u m less t h a n the gross p r e m i u m , 
the c o m p a n y mus t demons t r a t e the reasonableness of the as sumpt ions used 
based on historical results, cu r ren t operat ions, t rends , and all other necessary 
fac tors to be considered in such judgments . Therefore , the va lua t ion p r e m i u m 
based on the assumpt ions to be used for a block of business should be tes ted in 
comparison to the gross p r e m i u m . 
8.88 A company should not a rb i t r a r i ly use the gross p r e m i u m as the 
va lua t ion p r e m i u m if its demons t r a t ed experience and f u t u r e outlook indica tes 
t h a t such prac t ice is undu ly conservat ive. For companies wi th nar row prof i t 
marg ins or companies with lit t le experience, however, the use of the gross 
p r e m i u m as the va lua t ion p r e m i u m m a y be most app rop r i a t e . 
Loss Recognition 
8.89 I t is an t i c ipa ted t h a t the original a ssumpt ions will cont inue to be 
used (" locked-in") dur ing the period in which reserves are accumula t ed so long 
as reserves are m a i n t a i n e d a t a level suff ic ient to provide for f u t u r e benef i t s 
and expenses. This approach resul ts in var iances f rom original e s t imates being 
recognized in the account ing periods in which such va r i ances occur. 
8.90 I t is possible t h a t ac tua l experience wi th respect to expenses, 
interest , mor ta l i ty , morbid i ty , and wi thdrawal s m a y be such as to indica te 
t ha t accumula t ed reserves, together with the present va lue of f u t u r e gross 
p remiums , will not be suff ic ient (a) to cover the present value of f u t u r e 
benef i t s and se t t l ement and m a i n t e n a n c e expenses re la ted to the block of 
business a n d (b) to recover the unamor t i zed port ion of defer red acquisi t ion 
expenses. The computa t ion of such deficiency would t ake the following form: 
E s t i m a t e d gross p r e m i u m reserve a t va luat ion d a t e : 
P r e s e n t value of future p a y m e n t s for benefits and related s e t t l e m e n t and 
m a i n t e n a n c e expenses, c o m p u t e d using revised a s s u m p t i o n s based on a c t u a l 
and a n t i c i p a t e d experience $ xx 
L e s s present va lue of fu ture gross p r e m i u m s , c o m p u t e d using revised 
a s s u m p t i o n s based on a c t u a l and a n t i c i p a t e d exper ience xx 
Gross p r e m i u m reserve xx 
L e s s reserve a t v a l u a t i o n date , reduced by deferred acquisi t ion expenses xx 
R e s e r v e defic iency $ ( x x ) 
2The valuation premium as used here represents that portion of the annual gross premiums 
required to provide for all benefits and expenses. 
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8.91 Th is deficiency represents a loss which, in conformity with general ly 
accepted account ing principles, should be recognized immedia te ly by a charge 
to earn ings to increase reserves a n d / o r reduce deferred acquisi t ion expense. 
F u t u r e annua l reserve addi t ions should be based on the revised assumptions. 
N o charge should be m a d e to record an indicated loss cur ren t ly which will 
result in c rea t ing an a p p a r e n t prof i t in the fu tu re . Gross p r emium reserves 
should be computed periodically for comparison with the ac tua l reserves, and 
pa r t i cu la r ly when the company has experienced or an t ic ipa tes adverse devia-
tions f rom original assumpt ions t h a t could mater ia l ly a f fec t the reserves. 
8.92 While the computa t ion can be made only by individual blocks of 
business, a provision for reserve deficiency m a y be required only if the 
aggrega te reserves on an ent i re line of business are deficient . In some in-
stances, the reserves on a pa r t i cu la r line of business m a y not be deficient in 
the aggregate , b u t c i rcumstances m a y be such t h a t prof i ts will be recognized 
in ear ly years, and losses in la ter years. In such si tuat ions, app ropr i a t e 
a d j u s t m e n t s should be m a d e to reserves to e l iminate the recognition of losses in 
la ter years . 
8.93 Ad jus tmen t s should a lways be made a t a t ime losses f irst become 
a p p a r e n t . 
Deferred Income Taxes 
8.94 Life insurance companies are not required to provide for deferred 
income taxes under regula tory account ing practices. Life insurance companies 
present ing f inancia l s t a t e m e n t s in conformi ty with generally accepted ac-
count ing principles, however, mus t follow Accounting Principles Board Opin-
ions No. 11, Accounting for Income Taxes,* No. 23, Accounting for Income 
Taxes—Special Areas, and No. 24, Accounting for Income Taxes—Invest-
ments in Common Stock Accounted for by the Equity Method (Other than 
Subsidiaries and Corporate Joint Ventures). 
8.95 Life insurance companies are taxed under provisions of the Life 
Insu rance C o m p a n y Income Tax Act of 1959. The Act con templa ted taxat ion 
of to ta l income, b u t the computa t ion of t ax is complex because of the manne r 
in which to ta l income is segmented between taxable inves tment income, 
t axab le gain f rom operat ions, and taxable policyholders' surplus (gain from 
opera t ions previously excluded f rom tax) and the inter-relat ionship of these 
e lements . F u r t h e r detai ls concerning life insurance taxat ion and methods of 
comput ing deferred income taxes are discussed in Appendix C. 
Valuation of Investments and Recognition of Realized 
and Unrealized Gains (Losses) Thereon ** 
8.96 Unde r regula tory account ing practices, inves tments in common 
stocks a re carr ied a t quoted m a r k e t values, prefer red stocks are generally 
carr ied a t cost a n d bonds a t amor t ized cost. Changes in the car ry ing values of 
common stocks represent ing unreal ized apprec ia t ion or depreciat ion and real-
ized gains or losses a re charged or credi ted to unassigned surplus. 
8.97 Excep t in the cases of securit ies brokers and dealers and inves tment 
companies , ca r ry ing bonds a t amor t ized cost has been considered a generally 
accepted pract ice . Proper account ing for equi ty securities has been considered 
* [Note: FASB Statement No. 109, Accounting for Income Taxes, is effective for fiscal years 
beginning after December 15, 1992. It supersedes APB Opinion Nos. 11 and 24, portions of APB 
Opinion No. 23, and FASB Statement No. 96, Accounting for Income Taxes.] 
** FASB Statement No. 97 significantly impacts the recognition of premium revenues and 
loss recognition. 
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a t length by the A I C P A Insu rance Account ing and Audi t ing Commit tee , by 
the Account ing Pr inciples Board, and by other interested groups. However, no 
conclusions have been reached. 
8.98 At the present t ime, most indust r ia l and commercial companies 
account for inves tments in equ i ty securities classified as cur ren t assets a t the 
lower of cost or marke t . Gains and losses f rom the disposition of such assets 
and losses f rom wri t ing down inves tments to m a r k e t have been included in the 
income s t a t e m e n t s of such companies . Insurance companies, securities brokers 
and dealers and inves tmen t companies generally use special methods of 
account ing for inves tments in equi ty securities. Wi th the exception of pre-
ferred stocks owned by life insurance companies, these methods account for 
equ i ty securi t ies in the ba lance sheet a t marke t value. Gains or losses on 
disposition of such inves tments and changes in marke t values have generally 
been accounted for by one of the following methods: 
1. Some fire and casua l ty insurance companies follow the s t a tu to ry 
form and include realized gains and losses on inves tments in deter-
min ing net income in annua l reports to stockholders and report 
unreal ized gains or losses as direct increases or decreases in a special 
stockholder 's equ i ty account . 
2. Some fire and casua l ty insurance companies present realized and 
unreal ized gains and losses on equ i ty securit ies and realized gains 
and losses on bonds in a separa te s t a t emen t . 
3. Most life insurance companies follow the s t a tu to ry form and include 
realized and unreal ized gains and losses on all inves tments in unas-
signed surplus. 
4. Securit ies brokers and dealers generally include realized and unreal-
ized gains or losses on all inves tments in income as s ta ted by the 
A I C P A Commi t t ee on Stockbrokerage Account ing and Audi t ing in 
its aud i t and account ing guide, Audits of Brokers and Dealers in 
Securities. 
5. I n v e s t m e n t companies present realized and unreal ized gains and 
losses on all inves tments in a separa te s t a t emen t . 
6. Some insurance companies t h a t are subsidiaries of noninsurance 
companies have res ta ted inves tments in equ i ty securities f rom mar-
ket to cost for purposes of consolidation and recognize in income the 
realized gains and losses on sales of securities. 
8.99 Because of the va r ie ty of a l t e rna t ive practices, life insurance compa-
nies m a y follow any of the foregoing, except a l t e rna t ive (4), unti l such t ime as 
general ly accepted account ing principles for inves tments are more clearly 
def ined by an au tho r i t a t i ve opinion of the Accounting Principles Board or its 
successor. See Appendix H, FASB S ta t emen t No. 60, Accounting and Report-
ing by Insurance Enterprises. 
8.100 Regardless of the method followed, realized and unreal ized gains or 
losses, together with related income taxes, should be prominent ly displayed in 
the f inancia l s t a t emen t s . Unreal ized inves tment gains, net of related income 
tax, should be shown as a sepa ra te stockholders ' equ i ty account . When realized 
gains or losses are excluded f rom the income s t a t emen t , the last i tem in t h a t 
s t a t e m e n t should be des ignated as " Income, excluding realized inves tment 
gains or losses." 
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Investments in Subsidiaries 
8.101 Under regulatory accounting practices, life insurance companies 
are not permitted to consolidate subsidiaries. For regulatory reporting pur-
poses, investments in subsidiaries are required to be valued using one of the 
following bases prescribed in the valuation manual published by the NAIC 
Subcommittee on Valuation of Securities: 
1. The value of only such assets as would constitute lawful investments 
(admitted assets) for the insurer. 
2. The net worth determined in conformity with generally accepted 
accounting principles if the financial statements of the subsidiary 
have been audited by an independent certified public accountant. 
3. Book value as defined in the manual. 
4. Cost adjusted for subsequent operating results determined in con-
formity with generally accepted accounting principles. 
5. Market value of the common stock of the subsidiaries if such stock is 
listed on a national securities exchange. 
6. Any other value which the company can substantiate to the satisfac-
tion of the staff of the Subcommittee as being reasonable. 
8 .102 On whichever basis the investment is valued, the change in value 
each year is charged or credited directly to surplus as part of the capital gains 
and losses on investments. Accordingly, the income of subsidiaries is included 
in the parent's investment income only to the extent that dividends have been 
received. 
8 .103 For life insurance companies preparing financial statements in 
conformity with generally accepted accounting principles, investments in 
subsidiaries should be accounted for as purchases or poolings of interest in 
accordance with the provisions of APB Opinion No. 16, Business Combina-
tions, and any cost in excess of net assets arising in purchase transactions 
should be accounted for in accordance with the provisions of APB Opinion No. 
17, Intangible Assets. 
8.104 For life insurance companies or life insurance holding companies 
whose subsidiaries consist of other life insurance companies and/or companies 
engaged in diverse financial activities, consolidated financial statements may 
be more meaningful than separate financial statements. However, considera-
tion should be given to the presentation of separate financial statements of 
significant subsidiaries or operating groups. The presentation of financial 
statements for such companies reporting under the requirements of the Securi-
ties and Exchange Commission are set forth in Rules 3A-02 and 3-09 of 
Regulation S-X. Where more than one financial activity is involved, separate 
statements for each significant financial subsidiary or each significant group 
of financial subsidiaries will be required to be presented. See FASB Statement 
No. 94, Consolidation of Majority-Owned Subsidiaries for further guidance. 
8.105 The publication of consolidated statements may require approval of 
insurance regulatory authorities. In some cases, consolidation may be permit-
ted only if separate statements are also presented. 
8 .106 Investments in unconsolidated subsidiaries, corporate joint ven-
tures and controlled companies should be carried on the equity method 
prescribed by Accounting Principles Board Opinion No. 18, The Equity 
Method of Accounting for Investments in Common Stock. 
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8.107 The financial statements of all consolidated and unconsolidated 
subsidiaries should, of course, be presented in conformity with generally 
accepted accounting principles. 
Special Reinsurance Agreements 
8.108 In addition to the usual reinsurance of excess risk described in 
paragraphs 3.27 through 3.32, some life insurance companies enter into special 
reinsurance agreements (usually of the coinsurance type) for the purpose of 
increasing their statutory surplus position to meet minimum capital and/or 
surplus requirements or to create enough taxable income to avoid the loss of an 
operating loss carryforward for tax purposes. To accomplish this, a company 
will seek another company with sufficient surplus or taxable income that is 
willing to assume a portion of the risk on a large block of business. Under 
regulatory accounting practices, such reinsurance agreements result in current 
income to the ceding company representing recovery of acquisition costs and 
an element of profit. The corresponding amount is treated as current expenses 
by the assuming company. 
8.109 In order to account for such special reinsurance contracts in 
conformity with generally accepted accounting principles, it is necessary to 
determine whether the agreement is constructed so as to shift the economic 
risk. Many reinsurance agreements of the coinsurance type entered into for 
"surplus relief" may in essence be financing arrangements rather than reinsur-
ance contracts. Agreements of the financing type often result in little, if any, 
shift in economic risk. Such agreements usually call for the ceding company to 
agree that the contract will not be cancelled until such time as the assuming 
company has recovered all monies advanced, and may provide that in the 
event of cancellation, the ceding company must refund the amount of "surplus 
relief" together with interest. These agreements frequently call for a large 
provisional commission and accomplish the desired payback through subse-
quent adjustments of the provisional commission based on experience. 
8.110 In presenting financial statements in conformity with generally 
accepted accounting principles, net credits arising from financing, type rein-
surance agreements should be treated as a deferred credit or liability by the 
ceding company. In the adjusted financial statements of the assuming com-
pany, net charges arising from these agreements should be treated as deferred 
charges or receivables. 
8.111 Under generally accepted accounting principles for special reinsur-
ance agreements which are constructed so as to shift a significant part of the 
economic risk from one company to another, that portion of the proceeds from 
the transaction which represents recovery of acquisition costs should be 
charged with the applicable unamortized acquisition costs. If the ceding 
company has agreed to do all the servicing of the business without adequate 
compensation, a liability should be provided for estimated future servicing 
costs under the agreement. Any gain or loss, if material, should be appropri-
ately disclosed. The net cost to the assuming company should be treated as 
acquisition expense to be amortized over the premium-paying period on a 
basis consistent with that used for acquisition expense of other business. 
Commitment Fees 
8.112 Insurance companies sometimes obtain commitment fees in connec-
tion with the placement of mortgage loans and recognize such fees as income 
in the period the commitment is made. In presenting financial statements, in 
accordance with generally accepted accounting principles, commitment fees 
which exceed normal charges for such commitments are considered as adjust-
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ments of the effective interest rates of permanent financing. After reduction of 
direct costs and related expenses, normal fees (those fees currently being 
charged for commitments within the industry) should be recognized as income 
over the commitment period and excess fees should be recognized as an 
adjustment to the effective interest rate over the period of the mortgage loans. 
However, in instances where the mortgage loan is not ultimately taken down, 
the unamortized commitment fee should be recognized as income at the time 
the company's obligation ceases. 
Stockholders' Equity 
8.113 Stockholders' equity accounts are discussed in chapter 7, "Capital 
and Surplus." The equity accounts for a stock life insurance company are 
similar to those of other corporate enterprises. 
8.114 In order to present life insurance company equity accounts in 
conformity with generally accepted accounting principles, it will be necessary 
to reclassify the regulatory accounts to show, as applicable, (1) capital stock 
(including disclosure of all pertinent data); (2) capital in excess of par value; 
(3) retained earnings, showing restricted and unrestricted amounts separately; 
and (4) unrealized investment gains or losses. Disclosure requirements related 
to statutory surplus and restrictions on retained earnings or stockholders' 
equity, as appropriate, are described in chapter 7, "Capital and Surplus" and 
in chapter 10, within the section titled "Disclosure Requirements." 
Mandatory Securities Valuation Reserve (MSVR) 
8.115 In most states, life insurance companies are required to establish, 
as a liability, a mandatory securities valuation reserve in accordance with a 
formula adopted by the National Association of Insurance Commissioners' 
(NAIC) Committee on Valuation of Securities. The reserve is established by a 
charge to unassigned surplus, and annual changes in the reserve balance are 
also charged or credited annually to unassigned surplus. 
8.116 Under generally accepted accounting principles, valuation reserves 
for losses anticipated on assets such as receivables, inventories, and invest-
ments should be deducted from the assets to which they relate. There is a 
further requirement that such valuation allowances be provided by charges to 
earnings and that when losses are realized, they will be charged to the reserves 
created for that purpose. The Mandatory Securities Valuation Reserve is not a 
valuation reserve, but is an appropriation of surplus which should be included 
in the equity section of the balance sheet. 
Nonadmitted Assets 
8.117 Certain assets designated as "nonadmitted assets" (principally 
furniture and equipment, agents' debit balances, and certain other classes of 
receivables) are eliminated from the statutory balance sheet by a charge to 
surplus. The treatment of furniture and fixtures varies in that they may be 
capitalized and depreciated by annual charges to income with the un-
depreciated balances charged against surplus for regulatory accounting pur-
poses. Alternatively, furniture and fixtures may be charged to expense upon 
purchase. In presenting financial statements in conformity with generally 
accepted accounting principles, nonadmitted assets should be restored to the 
balance sheet where appropriate. Receivables, however, must be subjected to 
the usual review as to collectibility, and appropriate valuation reserves should 
be established by a charge to income. 
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Auditing Procedures 
9.01 Auditing procedures applicable to accounts maintained in conform-
ity with regulatory accounting practices are set forth in Part I following the 
description of each account described therein. The adoption of generally 
accepted accounting principles for financial reporting of life insurance compa-
nies requires additional auditing procedures, the most significant of which 
relate to reserves and acquisition expenses. These additional auditing proce-
dures with respect to reserves and other accounts are set forth below. The 
discussion under reserves deals with acquisition expenses where such expenses 
are included as part of the reserving method. When acquisition costs are 
deferred and amortized separately, additional procedures will be required with 
respect to amortization of such costs. Such procedures would include those 
required to determine the appropriateness of the method followed and the 
accuracy of its application. They would not be significantly different from 
auditing procedures with respect to amortization of other deferred charges so 
as to require additional comment herein. 
Reserves 
General 
9.02 To determine whether adjusted reserves calculated in conformity 
with generally accepted accounting principles are fairly presented, the follow-
ing basic audit procedures should be followed: 
1. The inventory of policies in force should be reviewed and tested for 
completeness and accuracy. 
2. The reasonableness of assumptions and propriety of the actuarial 
factors used in reserve calculations should be reviewed and tested. 
3. The application of the actuarial factors to the inventory should be 
tested. 
9.03 The principal change in auditing reserves calculated in conformity 
with generally accepted accounting principles as compared with auditing 
statutory reserves relates to the determination of the reasonableness of 
assumptions and the propriety of the actuarial factors. 
9.04 If a complete inventory of policies in force is used in the reserve 
computation, the tests of such inventory for completeness and accuracy will be 
the same as those performed in the audit of the statutory reserves. If a model 
of the inventory is used to determine the adjusted reserves, the auditor should 
be satisfied as to the propriety of the model. 
9.05 When using models, the derivative reserve factors for key plans are 
extended to other plans that can be properly placed in the same category. An 
appropriate model would include those plan and age groupings and durations 
required to make the model appropriately sensitive to material changes in the 
plan and age distribution. The auditor must at least be satisfied that the 
model effectively reproduces the statutory results as to insurance in force, 
gross premiums, expenses and reserves. In most cases, he will want to see the 
model tested under varying conditions to determine whether it is properly 
responsive. 
9.06 Unlike statutory reserves for which the factors for many plans are 
published, a company calculating reserves in conformity with generally 
accepted accounting principles should develop its own factors based on 
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assumpt ions t h a t are reasonably conservat ive and t h a t include provision for 
the risk of adverse deviat ion f rom such assumpt ions . The audi to r mus t be 
sat isf ied as to the following: 
1. The reasonableness and appropr ia t eness of the basic under ly ing 
assumpt ions en ter ing into the calculat ions of the reserve factors, 
including the reasonableness of the provision in the fac tors for the 
risk of adverse deviat ion. 
2. The appropr ia t eness of the ac tua r i a l formulas . 
3. T h e accuracy of the factors resul t ing f rom the appl ica t ion of the 
formulas to the assumpt ions . 
9.07 Assumpt ions can be classified in t e rms of their appl icabi l i ty to the 
established c o m p a n y and to the new company . E a c h assumpt ion mus t be 
de te rmined individual ly even though such assumpt ions m a y be appl ied in the 
aggregate in the computa t ion of ad jus ted reserve factors . Documenta t ion of 
the individual assumpt ions will fac i l i ta te the m e a s u r e m e n t of var iances f rom 
each of the assumpt ions in f u t u r e years to de te rmine whether reserve differ-
ences exist. Such measu remen t will p robably be m a d e by compar ing revised 
va lua t ion p r e m i u m s with ac tua l gross p remiums . Should the revised va lua t ion 
p r emiums exceed the ac tua l gross p r e m i u m s by a mate r i a l amoun t , a loss 
should be recognized as described earlier in the chap te r . 
Utilization of Actuaries 
9.08 The professional qual i f ica t ions required of the independen t audi tor 
are those of a person with the educat ion and experience to pract ice as such. 
They do not include those of a person t ra ined for or qual i f ied as an ac tua ry . 
Although the independen t audi tor m a y be informed in a general m a n n e r about 
m a t t e r s of an ac tua r ia l na tu re , he does not pu rpo r t to ac t in the capac i ty of an 
ac tua ry . Therefore , audi tors will need the advice of a qual i f ied a c t u a r y 3 in 
such ma t t e r s . 
9.09 The work done by the audi tor necessi ta tes close coordinat ion and 
cooperation with consult ing actuar ies , c o m p a n y ac tuar ies , or, possibly, insur-
ance d e p a r t m e n t ac tuar ies . T h e audi tor should uti l ize the expert ise of an 
a c t u a r y in much the same m a n n e r as he uses the expert ise of a t to rneys or 
those in other a reas of special izat ion in forming a j u d g m e n t in his own area of 
expertise, namely , expressing his opinion on the fa i rness with which overall 
f inancial position and resul ts of opera t ion are presented . The audi to r is 
responsible for obta ining suff ic ient compe ten t evident ia l m a t t e r as a basis for 
forming his opinion. The educat ion and professional experience of the indepen-
den t audi tor a n d / o r his staff will d ic ta te the extent to which he m u s t util ize 
the services of a qual i f ied a c t u a r y in ob ta in ing compe ten t evident ia l m a t t e r 
and in forming an opinion. An audi tor who is suff ic ient ly experienced in 
aud i t ing life insurance reserves m a y be able to form an opinion by working 
with the qual i f ied a c t u a r y who was responsible for ca lcula t ing the reserves, or 
with insurance d e p a r t m e n t ac tuar ies when they verify the reserves. I n other 
cases, the audi tor m a y need to utilize the services of a qual i f ied consult ing 
a c t u a r y to assist him in aud i t ing life insurance reserves. 
9.10 Normal ly , a c o m p a n y will not compute required reserves for individ-
ual life, noncancellable and gua ran t eed renewable acc ident and hea l th policies 
or other benef i t s t h a t require ac tua r ia l reserves on each individual policy, bu t 
3 Currently, not all jurisdictions specify qualifications for actuaries. Membership in the 
American Academy of Actuaries, a comprehensive organization of the profession in the United 
States, is generally considered to be acceptable evidence of professional qualifications. 
AUG-SLI 9.07 
Auditing Procedures 69 
will summarize insurance in force at statement date by policy plan, year of 
issue, and age at issue. The actuary works with these summaries in determin-
ing that appropriate reserve factors have been used according to the terms of 
the insurance policies and the actuarial assumptions made. He also determines 
the effect of changes in basis of reserve factors applied where the effects of 
such changes are reported as charges or credits to surplus in the annual 
statement filed with regulatory bodies. As it relates to statutory reporting, his 
responsibility is to see that such reserves are adequate and in accordance with 
statutory requirements. 
9.11 Reserve assumptions used in computing reserves in conformity with 
generally accepted accounting principles will require the actuary to look at the 
reserving method from a different perspective. His judgment will extend to the 
reasonableness of the reserves, determined on a basis which is in conformity 
with generally accepted accounting principles, and the consistent application 
of factors used in calculating the reserves. Although an actuary has been 
involved in these determinations, perhaps even to the extent of testing clerical 
accuracy, it is incumbent upon the auditor to be satisfied that reserves are 
fairly stated on a consistent basis. To the extent that independent actuaries 
(i.e., outside experts) are utilized in the process of reviewing amounts estab-
lished for reserves, the auditor should plan his work with the consulting 
actuary to insure a coordinated program to achieve the objectives of the audit. 
Such coordinated review should enable the auditor to restrict the extent of his 
testing of reserve factors, in-force records and clerical accuracy of listings from 
that which would otherwise be required absent the utilization of the consulting 
actuary. 
9.12 Actuaries are not practicing auditors; they are not specifically 
trained in auditing procedures, nor are they governed by generally accepted 
auditing standards. Therefore, there is no justification for the auditor to omit 
all audit procedures or to perform only token procedures as to the reserves 
reviewed by the consulting actuary unless the terms of the engagement 
contemplate a qualification or denial of opinion by the auditor. 
9.13 The foregoing guidelines for using the assistance of qualified actua-
ries should also be applied to premiums deferred and uncollected, policyhold-
ers' dividends and other actuarially determined amounts, the auditing 
procedures for which are described elsewhere in this guide. 
9.14 The auditor should obtain a written opinion from the qualified 
actuary who calculated the reserves or who verified the reserves, the same as 
he would obtain letters from counsel on legal matters and other representa-
tions from management on various matters. 
9.15 I f the auditor has any substantial doubt as to any assertion of 
material significance (such as the life reserves and the changes therein), he 
must refrain from expressing an opinion until he has obtained sufficient 
evidential matter to remove such substantive doubt, or he must express a 
qualified opinion or disclaimer of opinion. 
Audit Guidelines for an Established Company 
9.16 In his review of the reasonableness and appropriateness of the 
assumptions entering into the calculations of the reserve factors, the auditor 
will find the following guidelines helpful. However, he must remember that the 
factors will include provisions for the risk of adverse deviations that must be 
taken into account in determining the reasonableness of the factors. 
9.17 Interest. For current issues, the company's current and historical 
portfolio yield, trends in such yield, new money rates, and cash flow projec-
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t ions for the par t i cu la r mix of the inves tmen t portfolio should be considered in 
es t imat ing expected yields. Some companies m a y use a level in teres t assump-
tion, while other companies m a y employ scaled down or graded interes t 
assumpt ions since it is d i f f icul t to e s t ima te yields so fa r into the f u t u r e . Any 
an t i c ipa ted effect of economic condit ions on the in teres t assumpt ion should be 
similarly considered for expense assumpt ions . 
9.18 For policies issued in previous years , gross p r e m i u m s or asset share 
studies, if avai lable , should be reviewed as a p a r t of the tes t of the reasonable-
ness of interest ra tes and yields experienced a t the t ime the policies were 
issued. 
9.19 In tes t ing the in teres t assumpt ion , the a d e q u a c y of the gross pre-
mium should be considered, as discussed previously. As a tes t of the in teres t 
assumpt ion , the audi tor might consider the average new money ra te ( the net 
inves tment yield a t t r i b u t a b l e to new inves tmen t s m a d e each yea r ) or the 
average portfolio yield r a t e for some reasonable period of t ime, such as 2 0 
years. 
9.20 For companies not having suff ic ient experience, the audi to r could 
subs t i tu te the average ra t e on long-term U.S. G o v e r n m e n t bonds, or some 
similar h igh-qual i ty inves tment , for i ts new money ra t e a n d the indus t ry yield 
for the portfolio ra te for each year for which the c o m p a n y did not have a n y 
experience dur ing the period being considered. 
9.21 While it is not possible to establish a precise l imi ta t ion or a guideline 
t h a t will app ly in all c i rcumstances , the audi to r should be sat isf ied t h a t the 
ra te used is reasonable and conservat ive. The audi tor has an addi t ional burden 
when the r a t e used var ies s ignif icant ly f rom historic ra tes measured as 
described above. The audi to r should consider the fac ts and c i rcumstances and 
make a professional j udgmen t as to the reasonableness and conservat i sm of the 
r a t e used. 
9.22 Expenses. Un i t costs per policy or per thousand should be developed, 
based on cost studies. Such studies should segregate acquisi t ion costs f rom 
costs t h a t are a t t r i b u t a b l e to the m a i n t e n a n c e of policies. The aud i t of such 
cost s tudies should be the same as would be conducted in aud i t ing a n y cost 
system. 
9.23 As discussed earl ier in this chap te r , these cost s tudies should also 
isolate deve lopment and other similar expenses so t h a t a de t e rmina t ion can be 
made as to whether any of such costs should proper ly be deferred. T h e deferra l 
of deve lopment or similar expenses requires j u d g m e n t on the p a r t of both the 
company and the audi tor with an overr iding considerat ion as to f u t u r e benef i t , 
consis tency, amor t i z a t i on period, a n d the p robab i l i t y of recovery. (See 
p a r a g r a p h s 8 .89 through 8.93, "Loss Recogni t ion .") 
9.24 If d a t a necessary to develop uni t costs based on cost s tudies a re not 
avai lable for policies issued in previous years , it will be necessary to e s t ima te 
acquisi t ion costs. D a t a used in the gross p r e m i u m de te rmina t ion or asset share 
s tudies a t the t ime policies were issued could be used. I n addi t ion, d a t a re la ted 
to commissions m a y be avai lable so t h a t e s t ima tes will be l imited to other 
acquisi t ion costs. Renewal expense assumpt ions should recognize the possibil-
i ty of inflat ion. 
9.25 Mortality. The audi to r should ascer ta in t h a t the c o m p a n y properly 
considers its underwr i t ing prac t ices in its selection of assumed mor ta l i ty rates . 
9.26 For cur ren t issues, the c o m p a n y should use i ts own experience, if 
such experience is credible or, if app ropr i a t e , d a t a f rom recent ly publ ished 
tables. 
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9.27 For policies issued in previous years, the company's experience or 
published experience used in the gross premium calculations should be used, 
provided that subsequent gross premium calculations do not result in reserve 
deficiencies requiring adjustment. 
9 .28 Withdrawals. To determine the reasonableness of withdrawal as-
sumptions used, the auditor should review historical lapse rates and recent 
data or studies of the company's termination rate experience. The auditor 
should also ascertain whether there have been significant changes in under-
writing practices which might affect the validity of historical data. 
9.29 Companies should use published withdrawal tables such as Linton or 
Moorhead only if the results produced by the use of such tables are comparable 
with the company's actual withdrawal experience. 
9.30 Different types of business such as short-term endowment, life 
policies and long-term endowment, level-term, and other term contracts have 
different termination characteristics. In addition, non-annual mode business 
often experiences higher termination rates than annual mode business. There-
fore, consideration should be given to the mix of business and the mode of 
premium payments in determining the reasonableness of withdrawal assump-
tions. In all cases, the auditor should request adequate documentation to 
support conclusions on the part of a company. The auditor should also 
determine that the company's actual cash value scale is used in the reserve 
calculation. 
9.31 Policy Dividends. The auditor should make tests to determine that 
the dividends provided are in accordance with such regulation, charter, con-
tract, or published or intended dividend scales as are appropriate. He must be 
satisfied that net income and retained earnings are not being increased by 
participating policy earnings which will not be likely to become available or 
can never become available to shareholders. In the case of companies with no 
restrictions as to participating policy earnings, it will be necessary to deter-
mine that an appropriate provision is made for dividends where current 
dividends or expected future dividends vary significantly from the dividend 
scale anticipated when the policies were issued. (See paragraphs 8 .89 through 
8.93, "Loss Recognition.") 
Audit Guidelines for a New Company 
9.32 Because of the lack of reliable experience for a new company, the 
auditor will have difficulty in forming an opinion as to the reasonableness of 
assumptions to be used in calculating adjusted reserves and as to the related 
recoverability of acquisition costs to be deferred. In some instances, the 
auditor may use industry data or data for companies similar to that being 
audited as a test of the reasonableness of the assumptions and recoverability of 
costs. Such data should be used only as a test and should not be used as a 
substitute for professional judgment. In exercising his judgment about new 
companies, the auditor will probably need to be more conservative than he 
would be with an established company. If he cannot be satisfied as to the 
adequacy of reserves and recoverability of acquisition costs, he may feel 
compelled to qualify his opinion or to disclaim an opinion. 
9.33 The auditor may be satisfied if the company uses very conservative 
provisions for adverse deviations, principally for interest and mortality, so as 
to make the valuation premium approximate the gross premium until the 
company has demonstrated consistent experience for a reasonable period of 
time. In such instances, the auditor will still need to review projections and be 
satisfied that the implicit factors for interest, expenses, mortality, withdraw-
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als, dividends, and other benefits resulting from the use of gross premium as 
the valuation premium, are capable of being attained by the company. 
9.34 In order for a new company to depart from regulatory practices or to 
use a valuation premium which is less than the gross premium, the auditor 
should consider each of the assumptions as described below. In considering 
these assumptions, the assistance of a qualified actuary should be utilized. 
9.35 Expenses. As for all companies, only those acquisition expenses 
which are recoverable should be deferred and amortized. In a new company, 
additional conservatism may be required in testing recoverability of expenses 
to be deferred. For example, it may only be appropriate to defer the most 
directly variable expenses such as commissions and medical examination fees. 
In any event, the auditor should be satisfied that the company can retain a 
sufficient volume of business to recover such costs. 
9.36 Interest. For companies having little or no investment experience, 
the auditor may find it helpful to compare the interest rate used by the 
company with benchmarks such as the current average industry yield rate or 
average rate on long-term U.S. Government bonds or similar high-quality 
investment for some reasonable period of time. In some instances, the auditor 
may be satisfied if the company uses the maximum rate permitted by the 
state in which the company is domiciled. 
9.37 Mortality. The auditor may be satisfied with the use of an accepted 
published table if it is representative of the company's experience and under-
writing practices. In some cases, the auditor may only be satisfied with the use 
of commissioner's tables or other more conservative tables. 
9.38 Withdrawals. For a company with little experience, the auditor 
should review industry data or data for companies similar to the one being 
audited. He may be satisfied with the use of published tables if such tables are 
conservative and produce results which are not more favorable than industry 
experience or the company's experience to date. 
Other Accounts 
General 
9.39 Auditing procedures with respect to investments, other than invest-
ments in subsidiaries, and mandatory securities valuation reserves do not 
require any auditing procedures in addition to those described in Part I. 
Additional auditing procedures with respect to other accounts described in this 
section are set forth below. 
Deferred Income Taxes * 
9.40 The initial procedure for auditing deferred income taxes for life 
insurance companies is to determine the existence and the amount of timing 
differences which enter into the determination of deferred income taxes. This 
procedure is complicated by the fact that the Life Insurance Company Income 
Tax Return does not include a reconciliation of income per books with income 
per tax return. Accordingly, auditors must reconcile income per the annual 
statement filed with the state and with any additional differences between the 
annual statement and financial statements presented in conformity with 
generally accepted accounting principles with income tax per the tax return. 
* [Note: FASB Statement No. 109, Accounting for Income Taxes, is effective for fiscal years 
beginning after December 15, 1992. It supersedes APB Opinion 11, Accounting for Income Taxes, 
and FASB Statement No. 96, Accounting for Income Taxes.] 
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9.41 When all timing differences have been identified, their proper 
inclusion in a with-and-without calculation must be verified, following the 
computational techniques described in Appendix C. All facts and circum-
stances should be reviewed and evaluated in those cases where it has been 
determined by the company that timing differences will not produce tax 
effects when they reverse. 
Investments in Subsidiaries 
9.42 The financial statements of consolidated subsidiaries should be 
subjected to the same auditing procedures as applied in other industries. 
Where material, such financial statements may require auditing procedures to 
the same extent as the parent company. 
9.43 Auditing procedures with respect to corporate joint ventures and 
controlled companies are described in SAS No. 1, section 332, Long-Term 
Investments. 
Special Reinsurance Agreements 
9.44 All reinsurance agreements should be examined as indicated in Part 
I . However, for companies reporting in conformity with generally accepted 
accounting principles, additional procedures are required to determine 
whether any of these reinsurance agreements are of the type requiring special 
accounting treatment described under "Special Reinsurance Agreements," 
paragraphs 8 .108 through 8.111. 
Commitment Fees 
9.45 Additional auditing procedures are required with respect to commit-
ment fees to determine whether normal fees are being recognized as income 
over the commitment period, and whether any such fees exceed normal fees 
(those fees currently being charged for commitments within the industry) 
which should be recognized as an adjustment to the effective interest rate over 
the period of the mortgage loan. 
Stockholders' Equity 
9.46 Stockholders' equity accounts must be audited to determine the 
proper classification of such accounts in conformity with generally accepted 
accounting principles. Such accounts should also be audited to determine 
whether they include transactions which should be reflected in net income to 
conform to generally accepted accounting principles and as to whether stock 
dividends have been properly accounted for. 
Nonadmitted Assets 
9.47 Nonadmitted receivables which are restored to the balance sheet 
must be subjected to the usual auditing procedures necessary to determine 
their existence and collectibility. 
9.48 Furniture and fixtures should be subjected to the usual auditing 
procedures for additions and disposals and depreciation thereon. 
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10.01 SAS No. 32, Adequacy of Disclosure in Financial Statements, states 
that "The presentation of financial statements in conformity with generally 
accepted accounting principles includes adequate disclosure of material mat-
ters." APB Opinion No. 22, Disclosure of Accounting Policies, also states that 
" . . . a description of all significant accounting policies of the reporting entity 
should be included as an integral part of the financial statements." This 
chapter deals only with those disclosures peculiar to life insurance company 
financial statements presented in conformity with generally accepted account-
ing principles. A description of matters requiring disclosure and the illustra-
tive notes are presented below. 
Recognition of Premium Revenue and Related 
Expenses 
10.02 Disclosure of principles relating to the recognition of premium 
revenues and related expenses might be worded as follows: 
Premiums are reported as earned when due or, for short duration con-
tracts, over the contract period. Benefits and expenses are associated with 
earned premiums so as to result in recognition of profits over the life of the 
contracts. This association is accomplished by means of the provision for 
liabilities for future benefits and the amortization of acquisition costs. 
Deferred Acquisition Costs 
10.03 Unamortized acquisition costs should be presented in the balance 
sheet as a deferred charge. The nature of the costs deferred, the method of 
amortizing such costs, and the amount of amortization charged to income for 
the period should be disclosed in a note to the financial statements. An 
example of such a note for a company issuing principally life insurance 
contracts is set forth below. 
The costs (principally commissions) of acquiring new business, certain 
expenses of the policy issuance and underwriting department (such as medi-
cal examination and inspection report fees) and certain variable agency (field 
office) expenses all of which vary with, and are primarily related to, the 
production of new business have been deferred. These deferred acquisition 
costs are being amortized over the premium-paying period of the related 
policies in proportion to the ratio of the annual premium revenue to the total 
premium revenue anticipated. Such anticipated premium revenue was esti-
mated using the same assumptions as were used for computing liabilities for 
future policy benefits. Amortization charged to income for the years ended 
December 31, 197X and 197X amounted to $ xxxxx and $ xxxxxx, respec-
tively. 
10.04 The note should be appropriately modified for those companies that 
issue a material amount of contracts other than life contracts. 
Policy Liabilities 
10.05 The methods employed and the assumptions used in calculating 
policy reserves should be disclosed in the financial statements along the 
following lines. 
10.06 Liabilities for future policy benefits have been computed by the net 
level premium method based upon estimated future investment yield, mortal-
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ity and withdrawals. The composition of the policy liabilities and the more 
material assumptions pertinent thereto are presented below: 
Ordinary 
Life 
Insurance 
in Force 
Amount of 
Policy 
Liability 
Years of 
Issue 
19 
Bases of Assumptions 
Interest 
Rates 
X% or 
X% to Y% 
Mortality 
Tables or 
Company's 
Experience 
Withdrawals 
Tables or 
Company's 
Experience 
Similar information should be disclosed for annuities, accident and health 
insurance, or other material lines of business. 
Participating Policies 
10.07 The relative amount of participating business in force, the method 
of accounting for dividends and the amount thereof should be disclosed in a 
note similar to the following. 
Participating business approximates X% of the Company's ordinary life 
insurance in force. 
The amount of dividends to be paid is determined annually by the Board 
of Directors. Amounts allocable to participating policyholders are based on 
(legal requirements), (Company charter or other contractual obligation), 
(Company practice), or (published dividend projections or expected dividend 
scales). 
10.08 Where amounts allocable to participating policyholders are based 
on earnings on such policies, the following additional disclosure is required. 
$ xxx was allocated to participating policyholders representing approxi-
mately Y% of total earnings on participating policies for the year. 
Stockholders' Equity* 
10.09 The auditor must be cognizant of statutory requirements for 
surplus and/or capital. The ability to meet statutory requirements and to 
avoid statutory impairment or insolvency is critical in connection with the fair 
presentation of the financial statements. 
10.10 The significance (possible impairment and effect on ability to pay 
dividends to stockholders), as well as the amount of statutory surplus should 
be disclosed. Although stockholders' equity presented in conformity with 
generally accepted accounting principles may substantially exceed statutory 
capital and surplus, the amount which is restricted by statutory requirements 
should be disclosed. Examples of the application of this disclosure requirement 
follow. 
*See FASB Statement No. 60, Accounting and Reporting by Insurance Enterprises (in 
Appendix H) , for additional guidance on required disclosures relating to stockholders equity. 
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Example 1 
A company issuing nonparticipating policies is domiciled in a state which 
permits the payment of dividends out of total capital and surplus provided 
that minimum capital and surplus of $250,000 each is maintained. Its 
balance sheet shows the following: 
Capital stock $ 750,000 
Capital in excess of par value 500,000 
Net unrealized investment gains (losses) 250,000 
Retained earnings: 
Statutory unassigned surplus $350,000 
Retained earnings in excess of 
statutory unassigned surplus 400,000 750,000 
Total stockholders' equity $2,250,000 
10.11 Under these circumstances, there is no legal limit on the amount of 
retained earnings available for distribution to stockholders. Since the amount 
of statutory surplus can be determined from the information disclosed in the 
body of the financial statements, no further disclosure is required if there is no 
evidence of imminent impairment. 
Example 2 
Capital stock $ 200,000 
Capital in excess of par value 500,000 
Net unrealized investment gains (losses) 50,000 
Retained earnings: 
Statutory unassigned 
surplus (deficit) ($200,000) 
Retained earnings in excess of 
statutory unassigned surplus (deficit) 300,000 100,000 
Total stockholders' equity (Note X) $ 850,000 
Assuming the same minimum capital and surplus requirement of $250,000 
each as in Example 1, a restriction would exist in the above situation. The 
minimum statutory capital and surplus requirement amounts to $500,000, 
and since capital, surplus and unassigned surplus on a statutory basis is only 
$550,000, only $50,000 of total stockholders' equity (the amount by which 
capital and surplus determined in accordance with regulatory practices 
exceeds minimum capital and surplus) shown above is unrestricted. This fact 
should be disclosed along the following lines: 
Under applicable laws and regulations, the Company is required to 
maintain minimum capital and surplus, determined in accordance with 
regulatory accounting practices in the aggregate amount of $500,000. Accord-
ingly, only $50,000 of the total stockholders' equity is unrestricted. 
If , in addition to requiring minimum capital and surplus of $250,000 each, 
state law prohibits the payment of dividends from any source other than 
statutory unassigned surplus, total stockholders' equity would be restricted in 
Example 2 above. In this situation, the disclosure required would be changed 
to read as follows: 
Under applicable laws and regulations, the Company is required to 
maintain minimum capital and surplus, determined in accordance with 
regulatory accounting practices, in the aggregate amount of $500,000 and 
may not pay dividends to stockholders in the absence of statutory unassigned 
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surplus. Total stockholders' equity exceeds the minimum capital and surplus 
required by law by $50,000. However, until the statutory unassigned deficit 
($200,000) is eliminated, no dividends may be paid to shareholders. 
10.12 A similar restriction in Example 1 would restrict the amount of 
stockholders' equity available for dividends to $ 3 5 0 , 0 0 0 and disclosure similar 
to the above would be required. 
10.13 In the foregoing examples, it was assumed that no participating 
business was involved. In the case of companies issuing participating policies, 
stockholders' equity determined in conformity with generally accepted 
accounting principles should exclude any undistributed participating earnings. 
However, the amount of statutory unassigned surplus could include such 
amounts, since there is generally no statutory requirement to establish a 
liability for undistributed participating earnings. The amount of undistributed 
participating earnings included in statutory unassigned surplus should be 
considered in determining the amount of retained earnings or total stockhold-
ers' equity not available to stockholders. 
10.14 In addition to the requirements for disclosure, as in the case of any 
other business, the auditor must be satisfied that the values at which the 
assets are shown can be realized in the ordinary course of business. There may 
be situations, as in Example 2 above, in which a company's ability to continue 
to do business may be deteriorating toward the point of statutory capital 
impairment or insolvency. In addition, realization of asset values in the 
ordinary course of business may be dependent upon such future events as 
profitable operations or the injection of new capital. 
10.15 In some instances, a company's financial statements prepared in 
conformity with generally accepted accounting principles may show stockhold-
ers' equity when its statutory surplus is below the minimum required by law 
(or where surplus impairment is likely or imminent). While there may be 
evidence that such condition is only temporary, the auditor must determine 
what action, if any, is intended by regulatory authorities. Disclosure of the 
relevant facts should be made in the financial statements. There may be 
circumstances where the possible effect of the uncertainties is such that the 
auditor would need to consider qualification of his opinion or possible dis-
claimer of opinion on the financial statements taken as a whole. 
10.16 When financial statements are presented on the basis of generally 
accepted accounting principles, it would be desirable, and in some cases it may 
be necessary in order to meet regulatory requirements, to include a reconcilia-
tion of net income and stockholders' equity determined under generally 
accepted accounting principles with net gain from operations and capital and 
surplus determined under regulatory accounting practices. The reconciliation, 
in the form of either a note or supplemental financial statements, would 
include descriptions of differences in the two methods. Examples of such 
reconciliations are shown in Appendix A. In addition, it would be desirable, 
and in some cases it may be necessary in order to meet regulatory require-
ments, to include a condensed statutory balance sheet in a note to the 
financial statements. 
Federal Income Taxes 
10.17 Life insurance companies are taxed under provisions of the Life 
Insurance Company Income Tax Act of 1959 (See Appendix C). Because of the 
peculiarities of this Act, certain matters of disclosure relative to accounting for 
income taxes should be considered. These include, but are not necessarily 
limited to, the following: 
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1. The basis upon which cur ren t and deferred income taxes have been 
provided. 
2. Disclosures re la t ing to "Policyholders ' Surp lus" as def ined in the 
I n t e r n a l Revenue Code and as prescribed by Accounting Principles 
Board Opinion No. 23, Accounting for Income Taxes—Special Areas. 
3. T h a t port ion of re ta ined earnings in excess of s t a tu to ry unassigned 
surplus upon which no cur ren t or deferred federal income tax provi-
sions have been made and the reasons therefor . 
4. Unused opera t ing loss carry-forwards (described as operat ions loss 
deduct ions in the Code) including a m o u n t s and da tes of expirat ion. 
Reinsurance 
10.18 Ma te r i a l re insurance t ransac t ions and their effects on the f inancial 
s t a t e m e n t s should be disclosed. (See FASB S ta t emen t No. 113, Accounting and 
Reporting for Reinsurance of Short-Duration and Long-Duration Contracts.) 
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Chapter 1 1 
Auditors' Reports* 
Types of Reports 
11.01 Financial Statements in Conformity With Generally Accepted 
Accounting Principles. The insurance laws of some states contain varying 
degrees of prohibitions against the publication by insurance companies of 
financial statements based on accounting practices differing from those used 
in the preparation of the annual statement filed with the state. In many cases 
regulatory authorities require that financial statements be prepared on the 
same basis as used in the annual statement filed. 
11.02 The independent auditor should follow the requirement of para-
graph 38, chapter 10 of Statement on Auditing Procedure (SAP) No. 33 which 
includes the following statement which is applicable when financial state-
ments of life insurance companies are presented in conformity with regulatory 
practices: 
. . . material variances from generally accepted accounting principles, and 
their effect should be dealt with in the independent auditor's report in the 
same manner followed for companies which are not regulated. Ordinarily, this 
will require either a qualified or adverse opinion on such statements. How-
ever, an adverse opinion may be accompanied by a piecemeal opinion on the 
unaffected items in the statements or on any supplementary data furnished 
which are fairly presented in conformity with generally accepted accounting 
principles. 
Independent auditors' reports which might be used in these instances are 
illustrated below. Examples of supplementary data which might be used to 
reconcile income and surplus on a regulatory basis to net income and stock-
holders' equity as determined in accordance with generally accepted account-
ing principles are given in Appendix A. The suggested language and format 
should, of course, be adapted to the particular circumstances. 
11.03 Where acceptable to the state regulatory authority, the preferable 
method of financial statement presentation to avoid the need for qualification 
of the auditor's report is to present the financial statements in accordance 
with generally accepted accounting principles. In such cases, the independent 
auditor should follow the standard short-form report described in SAP No. 50. 
I f financial statements are presented on this basis, it is desirable, and in some 
cases it may be necessary in order to meet regulatory requirements, to include 
a reconciliation of net income and stockholders' equity determined under 
generally accepted accounting principles with net gain from operations and 
capital and surplus determined under regulatory accounting practices. 
11.04 Effects of Variances From Generally Accepted Accounting Princi-
ples Disclosed in the Financial Statements, Notes, or Supplementary Data. 
Qualified opinion—when the financial statements of a life insurance company 
are prepared in conformity with regulatory practices, with disclosure of the 
effects of the variances from generally accepted accounting principles which 
are sufficiently material to require a qualified opinion, the auditor's report 
might be worded as follows: 
* This chapter was originally drafted on the basis of concepts described in Statement on 
Auditing Procedure (SAP) No. 33. That statement has been superseded by SAS No. 58, Reports on 
Audited Financial Statements. Changes to conform this chapter to SAS No. 58 will be made in 
future editions. 
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We have examined the balance sheet of X Life Insurance Company at 
December 31, 19 , and the related statements of operations and changes in 
surplus and changes in financial position for the year then ended. Our 
examination was made in accordance with generally accepted auditing stan-
dards, and accordingly included such tests of the accounting records and such 
other auditing procedures as we considered necessary in the circumstances. 
The Company presents its financial statements in conformity with ac-
counting practices prescribed or permitted by the Insurance Department of 
the State of The effects on the accompanying financial state-
ments of the variances between such practices and generally accepted ac-
counting principles are described in Note 1.4 
In our opinion, except for the effects of the matters referred to in the 
preceding paragraph, the accompanying financial statements present fairly 
the financial position of X Life Insurance Company at December 31, 19 , 
and the results of its operations and changes in its financial position for the 
year then ended, in conformity with generally accepted accounting principles 
applied on a basis consistent with that of the preceding year. 
11.05 I f a statement of changes in financial position on a statutory basis 
is not presented, such an omission should be dealt with in accordance with SAP 
No. 50. 
11.06 Adverse opinion—when the financial statements of a life insurance 
company are prepared in conformity with regulatory practices, and when the 
effects of the variances from generally accepted accounting principles are so 
material that, in the independent auditor's judgment, a qualified opinion is 
not justified, an adverse opinion will be required. Such an adverse opinion will 
usually be followed by an opinion on any supplementary data presented in 
conformity with generally accepted accounting principles. Under these cir-
cumstances, the independent auditor's report would include a scope para-
graph, expanded to include references to supplementary data when such data 
are presented separately as opposed to being included in notes to the financial 
statements, and a second paragraph referring to the variances from generally 
accepted accounting principles which would be worded as in the example 
under "qualified opinions" above. The opinion paragraph might be worded as 
follows: 
It is our opinion that, because of the materiality of the effects of the 
differences between generally accepted accounting principles and the ac-
counting practices referred to in the preceding paragraph, the accompanying 
financial statements do not present fairly the financial position of X Life 
Insurance Company at December 31, 19 , or the results of its operations or 
changes in its financial position for the year then ended, in conformity with 
generally accepted accounting principles. It is our opinion, however, that the 
statements of adjustments to arrive at stockholders' equity and net income 
present fairly stockholders' equity at December 31, 19 , and the net income 
for the year then ended, in conformity with generally accepted accounting 
principles applied on a basis consistent with that of the preceding year.5 
11.07 When the supplementary data are included in a note to the 
financial statements rather than in supplementary statements, the last sen-
tence of the opinion would read as follows: 
It is our opinion, however, that the supplementary data included in Note 
present fairly the stockholders' equity at December 31, 19 , and net income 
for the year then ended, in conformity with generally accepted accounting 
principles applied on a basis conistent with that of the preceding year. 
4 If the effects of the variances are not described in a note, they should be set forth in this 
paragraph. The suggested wording for such a note is included in Appendix A. 
5 A suggested format for such statements of adjustments is illustrated in Appendix A. 
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11.08 Effects of Variances From Generally Accepted Accounting Princi-
ples Have Not Been Determined. When the financial statements of a life 
insurance company are prepared in conformity with regulatory practices, and 
the effects of variances from generally accepted accounting principles have 
not been determined, the auditor should ordinarily disclaim an opinion. In 
such instances his opinion might read as follows: 
(Standard scope paragraph as in paragraph 11.04) 
The Company presents its financial statements in conformity with the 
accounting practices prescribed or permitted by the Insurance Department 
of the State of The variances between such practices and generally 
accepted accounting principles are described in Note X.6 The effects on the 
accompanying financial statements of the differences between such practices 
and generally accepted accounting principles have not been determined. 
Therefore, we do not express any opinion on the accompanying financial 
statements as to fair presentation of financial position or results of operations 
or changes in financial position in conformity with generally accepted 
accounting principles. 
11.09 Even though the effects of the differences between regulatory 
practices and generally accepted accounting principles have not been deter-
mined, the auditor may be able to satisfy himself that such effects (a) would 
be immaterial so as to permit an unqualified opinion, (b) would be sufficiently 
material to require a qualified opinion, or (c) would be so material as to 
require an adverse opinion. 
11.10 Reports on Presentations in Conformity With Regulatory Practices. 
SAP No. 33 states the following: 
In instances where the financial statements of regulated companies pur-
port to be primarily presentations in accordance with prescribed accounting 
regulations the independent auditor may also be asked to report upon their 
fair presentation in conformity with such prescribed accounting. There is no 
objection to the independent auditor's report containing such an opinion 
provided that the first standard of reporting is also observed by the issuance 
of a qualified or adverse opinion, as required by the circumstances. 
11.11 When the auditor is asked to report in this manner, he may 
accomplish this in any of the foregoing circumstances by adding the following 
to the opinion paragraph: 
Also in our opinion, (It is our opinion, however, that) the accompanying 
financial statements present fairly the financial position of X Life Insurance 
Company at December 31, 19 , and the results of its operations and changes 
in its financial position for the year then ended in conformity with accounting 
practices prescribed or permitted by the Insurance Department of the State 
of , applied on a basis consistent with that of the preceding year. 
11.12 Variances Not Affecting All Financial Statements. In those 
instances where the effects of variances from generally accepted accounting 
principles have been determined and are material to one or more but not all of 
the financial statements, the auditor's report need take exception to only the 
statements so affected and may include an unqualified opinion on the state-
ments not so affected. 
11.13 Comparability of Financial Statements. A change in financial 
reporting from a regulatory basis to the basis of generally accepted accounting 
principles is a change involving the generally accepted auditing standard of 
reporting as to consistency as described in SAP No. 53. Such a change requires 
disclosure in the opinion paragraph of the auditor's report. Ordinarily, the 
6 If the variances are not described in a note to the financial statements, they should be set 
forth in the auditor's report. 
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auditor should express his approva l of a change for a life insurance c o m p a n y 
adopt ing general ly accepted account ing principles. Examples of the disclosure 
required in the audi tor ' s repor t under these c i rcumstances are set for th in SAP 
No. 53. 
Reliance on Actuaries 
11.14 I t has been the prac t ice for some audi tors to refer, in the opinion 
p a r a g r a p h of their reports , to the role of the ac tuar ies in various ways. In 
m a n y instances, it has not been clear whether the audi to r in tended such 
reference as an indicat ion of a division of responsibil i ty (for example, as if 
between two audi tors) or as an explanat ion of how the audi tor had satisfied 
himself with respect to ga ther ing of suff ic ient compe ten t evident ia l m a t t e r 
re la ted to policy reserves and other ac tuar ia l ly -de te rmined amounts , referred 
to in this section collectively as "reserves ." 
11.15 As descr ibed in the sect ion, " U t i l i z a t i o n of A c t u a r i e s , " in 
p a r a g r a p h s 9.08 through 9.15, the audi to r should avai l himself of the compe-
tence of an a c t u a r y as he would use the expert ise of other professionals. The 
audi tor cannot diminish his responsibil i ty to sa t i s fy himself as to reserves by 
referr ing in his opinion to ac tuar ies . 
11.16 The use of ac tua r i a l expert ise is a fu l f i l lment of the audi tor ' s 
responsibil i ty for obta in ing suff ic ient evident ia l m a t t e r in accordance with 
general ly accepted aud i t ing s t andards . The audi tor mus t be satisfied with the 
reserves, bu t there is no r equ i remen t to explain how he was satisfied or to 
e laborate upon the s teps he followed, including use of va ry ing forms of 
expertise, in per forming such tests of the account ing records and such other 
aud i t ing procedures as he considered necessary in the c i rcumstances . Refer-
ence to the assis tance furn ished by ac tuar ia l expert ise in the opinion para-
g raph of the audi tor ' s repor t should not be made unless it is the audi tor ' s 
in tent ion not to render an opinion on the f inancia l s t a t e m e n t s t aken as a 
whole. If, in fact , the audi tor is unwilling to express an unqual i f ied opinion 
because he has not sat isf ied himself as to the reserves and the changes therein, 
reference to the responsibil i ty for the a m o u n t s of the reserves m a y be appro-
pr ia te . Normal ly , under such c i rcumstances , because of the ma te r i a l i t y of 
reserves, the audi tor should disclaim any opinion as to the fairness of the 
f inancial s t a t e m e n t s t aken as a whole. 
11.17 Accordingly, so t h a t there m a y be no misunders t and ing as to the 
significance of the use of ac tuar ies insofar as it re la tes to the degree of 
responsibil i ty being assumed by the audi to r expressing an opinion on overall 
f inancial position and results of operat ion, it is considered preferable not to 
refer to the ut i l izat ion of ac tua r ia l expert ise in the scope pa rag raph . Such 
disclosure of the use of ac tua r ies m a y be in te rp re ted as an indication t h a t the 
audi tor making such reference had per formed a more thorough aud i t t h a n an 
audi tor not mak ing such reference, the reby implying an addi t ional degree of 
assurance. 
11.18 Since the foregoing defines or establishes procedures which go 
beyond cur ren t pract ice, it is not in tended to be re t roact ive with respect to 
opinions which have been issued previously. Accordingly, where compara t ive 
f inancial s t a t e m e n t s are presented, it m a y be necessary for audi tors to 
cont inue to make reference to ac tuar ies in repor ts on earlier periods, b u t to 
omit such reference in subsequent reports . However, in those cases where 
reference in prior repor ts was not required because the audi tor had satisfied 
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himself as to reserves, it is suggested that such reference be omitted for all 
years. 
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Appendix A 
Illustrative Financial Statements and 
Supplementary Data 
NOTE: These financial statements have not been revised to reflect the 
issuance of recent FASB Statements. Issuers of financial statements should 
refer to the applicable FASB Statements for guidance. 
Financial Statements 
The following financial statements are presented as suggested examples of 
the format of financial statements which might be presented by a life insur-
ance company reporting in conformity with generally accepted accounting 
principles. Further experience in the implementation of this guide may result 
in new and improved presentations. 
ABC LIFE INSURANCE COMPANY 
BALANCE SHEET 
December 31, 197X and 7Y 
ASSETS 
Cash and investments: 
Cash 
Bonds, amortized cost (market $ ) 
Mortgages on real estate, amortized cost 
Preferred stocks, cost (market $ ) 
Common stock, market value 
Policy loans 
Real estate, cost (less $ accumulated depreciation) 
Investment in affiliated companies (state basis) 
Other investments (state basis) 
Total 
Accrued investment income 
Accounts receivable and agents' balances (net of 
$ allowance for uncollectible accounts) 
Property and equipment, at cost: 
Land 
Buildings 
Furniture and equipment 
Less accumulated depreciation 
Net property and equipment 
Unamortized acquisition costs 
Other 
Assets held in separate accounts 
Total assets $ $. 
(continued) 
The accompanying notes are an integral part of these financial statements. 
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ABC LIFE INSURANCE COMPANY 
BALANCE SHEET continued 
December 31, 197X and 7Y 
197X 197Y LIABILITIES 
Policy liabilities: 
Future policy benefits: 
Life and annuity 
Accident and health 
Other 
Unpaid claims 
Dividends 
Premium deposits 
Unearned premiums 
Other 
Total 
Income taxes 
Real estate mortgages payable 
Note payable 
Accrued expenses 
Other 
Dividends to stockholders 
Deferred income taxes 
Undistributed earnings on participating business (Note 3) 
Liabilities related to separate accounts 
Total liabilities 
STOCKHOLDERS' EQUITY 
Capital stock—authorized shares of $ par 
value issued and outstanding shares 
Capital in excess of par value 
Net unrealized investment gains 
Retained earnings: 
Appropriated (describe purpose) 
Unappropriated, including $ in excess of statutory 
unassigned surplus 
Total stockholders' equity 
Total liabilities and stockholders' equity $ $. 
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ABC LIFE INSURANCE COMPANY 
STATEMENT OF INCOME * 
For the Years Ended December 31, 197X and 197Y 
Revenue: 197X 197Y 
Premiums: 
Life and annuity 
Accident and health 
Other 
$ 
Investment income (Net of expenses of $ ) 
(Note 4) 
Benefits and expenses: 
Death benefits 
Annuity benefits 
Accident and health benefits 
Increase in liability for future policy benefits 
(Notes 1 and 4) 
Other (detailed as appropriate) 
Decrease (increase) in deferred acquisition costs (Note 1) 
Provision for policyholders' share of earnings on 
participating business (Note 3) 
Equity in income (loss) of unconsolidated affiliates, net of 
related income taxes of $ 
Income before income taxes, realized investment gains and 
losses, and extraordinary gain (loss) 
Provision for income taxes: 
Current 
Deferred 
Income before realized investment gains and losses and 
extraordinary gain (loss) 
Realized investment gains and losses, net of related income 
taxes of $ (Note 2) 
Income before extraordinary gain (loss) 
Extraordinary gain (loss) 
Net income $ $ 
Per share: 
Income before realized investment gains and losses and 
extraordinary gain (loss) $ $ 
Realized investment gains and losses 
Income before extraordinary gain (loss) 
Extraordinary gain (loss) 
Net income $ $ 
The accompanying notes are an integral part of these financial statements. 
* F A S B S t a t e m e n t N o . 9 7 , Accounting and Reporting by Insurance Enterprises for 
Certain Long-Duration Contracts and for Realized Gains and Losses from the Sale of 
Investments, has significantly changed the presentation of realized gains and losses. 
The results of the changes will be illustrated in a future edition. 
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NOTES * 
1. The increase in liability for future policy benefits may be reclassified 
between death benefits, annuity benefits, and accident and health benefits. 
In such cases, the resulting amounts would be captioned "Provision for 
surrender and death (annuity) (accident and health) benefits." Acquisition 
costs incurred may be reclassified as an offset to appropriate expense 
accounts and amortization may be similarly charged or treated as a separate 
item. 
2. Until generally accepted accounting principles for investment gains and 
losses are more clearly defined, some companies may wish to exclude realized 
investment gains and losses from income. In such cases, the last item in the 
income statement should be designated "Income excluding realized invest-
ment gains and losses." 
3. This caption is only applicable when dividends are not considered as a 
benefit in determining the liability for future policy benefits. Where divi-
dends are considered as benefits, the caption in the operations statement 
should be described as "Dividends to policyholders". 
4. A modification of the income statement presentation would reduce net 
investment income and the increase in liability for future policy benefits by 
required interest on funds accumulated. 
* FASB Statement No. 97 has significantly changed the presentation of realized gains and 
losses. The results of the changes will be illustrated in a future edition. 
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ABC LIFE INSURANCE COMPANY 
STATEMENT OF CHANGES IN FINANCIAL POSITION * 
For the Years Ended December 31, 197X and 197Y 
197X 197Y 
Resources provided: 
Income before extraordinary item $ $ 
Decreases (increases) in income not affecting resources: 
Increase in liability for future policy benefits 
Amortization of deferred acquisition costs 
Deferred income taxes 
Other (detailed as appropriate) 
Resources provided by operations before extraordinary 
item 
Extraordinary item 
Resources provided by operations 
Bonds sold or matured 
Preferred stocks sold 
Common stocks sold 
Repayments on mortgage loans 
Repayment on policy loans 
Other (detailed as appropriate) 
Total $ $ 
Resources applied: 
Investment in bonds: $ $ 
Long-term 
Temporary (net) 
Mortgage loans 
Investment in preferred stocks 
Investment in common stocks 
Policy loans 
Acquisition costs 
Dividends to stockholders 
Other (detailed as appropriate) 
Net increase (decrease) in cash 
Total $ $ 
The accompanying notes are an integral part of these financial statements. 
* [Note—FASB Statement No. 95, Statement of Cash Flows, as amended supersedes 
APB Opinion 19, Reporting Changes in Financia] Position, and requires a statement 
of cash flows as part of a full set of financial statements for all business enterprises in 
place of a statement of changes in financial position.] 
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Supplementary Data* 
The following statements are illustrative of the form for supplementary 
data required to reconcile net income and stockholders' equity presented in 
financial statements prepared in accordance with regulatory practices to such 
amounts determined in conformity with generally accepted accounting princi-
ples. As an alternative, the necessary details may be set forth in a note to the 
financial statements or within the financial statements themselves as adjust-
ments to the surplus and income statements. 
Where a reconciliation of net income and stockholders' equity presented 
in financial statements prepared in conformity with generally accepted ac-
counting principles to such amounts determined in accordance with regulatory 
practices is required by law or regulation, a similar format may be used. 
*The supplementary data required to reconcile net income and stockholders' equity in 
accordance with regulatory practices to such amounts determined in conformity with GAAP is no 
longer required. See FASB Statement No. 60, Accounting and Reporting by Insurance Enter-
prises. 
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Statement of Adjustments to Arrive at Net Income * 
197X 197Y 
Net gain (loss) from operations as shown in the accompanying 
Statement of Operations (Regulatory basis) 
Adjustments (to be added or deducted as appropriate): 
Adjustments to policy reserves 
Change in deferred acquisition costs 
Adjustments arising from special reinsurance agreements 
Deferred income taxes applicable to adjustments to policy 
reserves and deferred acquisition costs and special reinsur-
ance agreements 
Equity in undistributed earnings of unconsolidated subsidiar-
ies, net of related income taxes $ 
Income, excluding realized investment gains and losses 
Realized investment gains and losses, net of related income 
taxes of $ 
Net income 
Per share: 
Income excluding realized investment gains and losses 
Realized investment gains and losses 
Net income 
* T h e supplementary data required to reconcile net income and stockholders' equity in 
accordance with regulatory practices to such amounts determined in conformity with GAAP is no 
longer required. See FASB Statement No. 60. 
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Statement of Adjustments to Arrive at Stockholders' Equity * 
197X 197Y 
Capital stock and surplus as shown in the 
accompanying balance sheet (Regulatory 
basis) 
Adjustments (to be added or deducted as 
appropriate): 
Adjustments to policy reserves 
Deferred acquisition costs 
Adjustments arising from special reinsur-
ance agreements 
Nonadmitted assets 
Mandatory securities valuation reserve 
Deferred income taxes applicable to: 
Adjustments to policy reserves, deferred 
acquisition costs, and special reinsur-
ance agreements 
Net unrealized gains on investments 
Other 
Stockholders' equity 
Consisting of: 
Capital stock 
Capital in excess of par value 
Unrealized investment gains or losses 
Retained earnings: 
Appropriated for contingencies — pre-
scribed or voluntary 
Mandatory securities valuation reserve 
Unappropriated 
*The supplementary data required to reconcile net income and stockholders' equity in 
accordance with regulatory practices to such amounts determined in conformity with GAAP is no 
longer required. See FASB Statement No. 60. 
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Notes to Financial Statements 
An illustrative note describing some of the common differences between 
regulatory practices and generally accepted accounting principles is as fol-
lows: * 
The accompanying financial statements have been prepared in conform-
ity with accounting practices prescribed or permitted by the Insurance 
Department of the State of which vary in some respects from generally 
accepted accounting principles. The more significant of these differences are 
as follows: (a) acquisition costs, such as commissions and other costs in 
connection with acquiring new business, are charged to current operations as 
incurred, whereas the premiums are taken into earnings over the premium 
paying period of the policies; (b) policy reserves are based on statutory 
mortality and interest requirements and without consideration of withdraw-
als, which may differ from reserves based on reasonably conservative esti-
mates of mortality, interest, and withdrawals; (c) deferred income taxes are 
not provided for unrealized gains on investments, differences in reporting 
policy reserves, and other material book-tax timing differences; (d) a liability 
for undistributed earnings allocable to participating policyholders has not 
been recorded; (e) the mandatory securities valuation reserve is reported as a 
liability rather than as an appropriation of surplus; (f) certain assets desig-
nated as "nonadmitted assets" (principally furniture and equipment, agents' 
debit balances, and certain other classes of receivables) have been charged to 
surplus. 
The effects of these differences on stockholders' equity and net income are 
shown in the accompanying supplemental statements of adjusted net income 
and adjusted stockholders' equity. 
Ordinarily, the effects of these differences on the statement of changes in 
financial position ** need not be disclosed because they will not affect the flow 
of funds. 
In addition to those matters discussed in the foregoing illustration, other 
differences between regulatory accounting practices and generally accepted 
accounting principles may exist which will require disclosure. Among other 
things, such disclosure might include methods of accounting for investments in 
affiliates, prior service costs of pension plans, stock dividends, and reserve 
strengthening, or other matters related to financial statement classification or 
presentation. Other differences from generally accepted accounting principles 
may exist with respect to a particular company, but which may not be unique 
to the life insurance industry. These, of course, will have to be dealt with by 
the independent auditor as they arise. 
In those cases where the supplementary data are to be included in the 
notes, the concluding paragraph of Note 1 might read, "The effect of these 
differences on the financial statements is shown (below) in the accompanying 
tabulations." Such tabulations would be presented in the same form as the 
preceding examples of supplementary statements of adjustments to arrive at 
net income and stockholders' equity. 
The foregoing material attempts to set forth the most significant differ-
ences which are peculiar to life insurance regulatory accounting. Further, it 
would be preferable to avoid stating the per share amounts based on regula-
tory statements where the auditor's opinion indicates that net income is not in 
accordance with generally accepted accounting principles. 
[The next page is 90,151.] 
* In a change to what is considered generally accepted accounting principles, this note is 
generally no longer presented. 
** [Note—FASB Statement No. 95, Statement of Cash Flows, as amended supersedes APB 
Opinion 19, Reporting Changes in Financial Position, and requires a statement of cash flows as 
part of a full set of financial statements for all business enterprises in place of a statement of 
changes in financial position.] 
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Accounting for Unamortized Acquisition 
Costs 
As indicated in Part I I of this guide, acquisition expenses should be 
charged against income in proportion to premiums recognized. Examples of 
methods for amortizing such costs are set forth below. 
Some techniques will tend to produce unacceptable results. For example, 
amortization of costs on the basis of "average policy life" involving a straight-
line charge-off of a fixed sum per policy per year plus an immediate charge-off 
of the unamortized amounts attributable to terminated policies, will not result 
in a reasonable association of expenses with related revenues. 
Assume 1,000 policies are issued with a total acquisition cost of $60,000 
and that the "average life" of a policy was determined to be three years so 
that $20 per policy in force would be written off each year with the unamor-
tized balances for each policy being charged off for those policies terminating. 
Under this approach amortization would occur as follows: 
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This method does not result in amortizing costs in proportion to premium 
revenue. I t is also inconsistent with the concept that aggregate acquisition 
costs for each year's blocks of business are expected to be recovered from the 
aggregate premium revenue over the life of each block. Stated otherwise, the 
cost of each individual policy issued cannot be expected to be recovered from 
each policy's premium revenue, since it is known at the outset that termina-
tions will begin almost immediately with respect to any year's block of 
business. 
A more refined approach would involve the use of an amortization 
schedule adopted for each major category of business in the year of issue. 
Amortization would be prescheduled to coincide with the expected premium 
revenue as shown below: 
Year 
Expected 
Premium 
Revenue 
Ratio of 
Annual 
to Total 
Prescheduled 
Amortization 
Ratio of 
Amortization 
to Premium 
Revenue 
1 $100,000 33.3% $20,000 20% 
2 80,000 26.7 16,000 20 
3 60,000 20.0 12,000 20 
4 40,000 13.3 8,000 20 
5 20,000 6.7 4,000 20 
$300,000 100.0% $60,000 20% 
This method results in amortizing costs in proportion to premium reve-
nues. Some characterize this as the "sum-of-the-premiums" method. If the 
persistency experience differs from that expected, actual premium revenues 
will differ from those estimated. Accordingly, the amount of amortization in 
any year will be disproportionate to premium revenue. The method could be 
modified so that annual or periodic adjustments could be made to give effect 
to actual terminations. Because of the volume of schedules that would be 
required for each year's new business, this technique may be impractical. 
Another method approximates the technique used by actuaries in the 
determination of reserve valuation factors under the single valuation reserve 
method. This method uses a "standard unamortized cost factor" or "expense 
reserve factor" which is applied to the insurance in force at the end of each 
period. Using the prescheduled amortization from the previous example, the 
"expense reserve factor" is determined as follows: 
Expected Planned 
Planned Insurance in Unamortized 
Unamortized Force End Cost Per M 
Planned Cost End of Period of Ins. 
Year Amortization of Period (000) in Force 
1 $20,000 $40,000 $800 $50 
2 16,000 24,000 600 40 
3 12,000 12,000 400 30 
4 8,000 4,000 200 20 
5 4,000 - 0 - - 0 - 0 
$60,000 
Assume that actual experience emerges as follows: 
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In Planned 
Unam-
ortized 
Cost Per 
M Ins. 
in Force 
Force 
Unam-
ortized 
Cost End 
of Period 
Amortization 
End 
Actual of Ratio to 
Premium Period Premiums 
Year Revenue (000) Amount Collected 
1 . . . . . $ 100,000 700 $50 $35,000 $25,000 25% 
2 . . . . 70,000 600 40 24,000 11,000 16 
3 . . . . 60,000 500 30 15,000 9,000 15 
4 . . . . 50,000 300 20 6,000 9,000 18 
5 . . . . 30,000 0 0 - 0 - 6,000 20 
$ 310,000 $60,000 
Under this method, if persistency is higher or lower than assumed, the 
unamortized cost factors (or "expense reserve factor") are multiplied by 
higher or lower in-force amounts. Thus, the method tends to provide some 
degree of self-correction in tha t it causes the rate of amortization to increase or 
decrease as actual persistency is lower or higher than initially estimated. If 
actual experience differs significantly from tha t assumed, the factors should be 
recomputed. 
To be fully consistent with actuarial concepts, the rate of amortization 
should give effect not only to estimated persistency, but to the interest 
assumed in benefit reserve calculations. In the previous examples, an amount 
of $20 per thousand would have to be included in the gross premium in order 
to recover first-year acquisition costs based on expected persistency. This may 
be determined as follows: 
Policies Expected to Be 
in Force at Beginning 
Year of Each Year 
1 1,000 
2 800 
3 600 
4 400 
5 200 
Total expected 
premium payments 3,000 
Acquisition costs $60,000 
Amount required per premium payment $60,000 ÷ 3,000 = $20 
This $20 may be considered as the present value of expected future 
expense premiums. The premium actually calculated and charged should be 
increased by the time cost of the funds expended. An interest rate, which 
coincides with the basic interest assumption, is used to determine an annui ty 
factor. This factor is used to determine the expense portion of the gross 
premium in the following tabulation: 
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Present 
Value of 1 
Interest (Due at Beg. 
Year 
(1) 
Expected 
in Force 
Beg. of 
Year 
(2) 
Rates 
(3) 
Present 
Value 
Factor 
(4) 
of Each Year) 
at the Beg. 
of Year 1 
(2 x 4) 
(5) 
1 
2 
3 
4 
5 
1.0 
.8 
.6 
.4 
.2 
.06 
.06 
.05 
.05 
.05 
1.000 
.943 
.890 
.848 
.807 
1.000 
.754 
.534 
.339 
.161 
2.788 
The annuity for the premium paying period is 2 .788 which, when divided 
into the initial acquisition cost of $60 per policy, gives an expense premium of 
$21.51. The total of $21.51 paid at the beginning of each year by the expected 
number of survivors is equivalent to $60 at the time of issuance of the policy 
plus interest thereon at the assumed rates for the collection period indicated. 
This example demonstrates how premiums are theoretically determined and 
the basis upon which the expense portion of a single valuation premium factor 
would be determined. Any "worksheet" approach to amortization should be 
based on the fact that interest affects the rate of recovery of costs. This is a 
refinement of the previous example and results in a worksheet determination 
of an expense reserve factor which would be identical to the expense portion of 
the single reserve valuation factor. The following tabulation summarizes this 
method: 
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The factors shown in column 8 would be applied to the insurance in force 
at the end of each year in the manner shown in the previous example. When 
amortization is determined by this method, a result is produced which is 
identical to the result that would be produced by a single reserve valuation 
factor used to determine a single sum representing the aggregate amount of 
policy benefits and unamortized acquisition costs. 
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Deferred Income Taxes* 
Life Insurance Taxation** 
Life in su rance compan ies are taxed under provisions of the Life Insur -
a n c e C o m p a n y I n c o m e T a x Act of 1959. T h e Act c o n t e m p l a t e d t axa t ion of 
to ta l income, b u t t he c o m p u t a t i o n of tax is complex because of the m a n n e r in 
which to t a l t axab l e income is s egmen ted be tween inves tmen t income, gain 
f r o m ope ra t ions a n d policyholders ' su rp lus (gain f rom opera t ions previously 
excluded f rom t ax ) a n d the in te r re l a t ionsh ip of these e lements . To ta l taxable 
income composed of those three e lements , re fer red to as Phase I, Phase I I , and 
Phase I I I income, is subjec t to tax in the same m a n n e r as o ther corporat ions , 
inc luding a l t e r n a t i v e t ax c o m p u t a t i o n for cap i t a l gains, foreign tax credi t , a n d 
i n v e s t m e n t credi t . However , an opera t ions loss deduc t ion ( the equ iva len t of a 
ne t o p e r a t i n g loss ca r ryover ) is t r e a t e d as a deduc t ion f rom gain f rom opera-
t ions in a r r i v ing a t t axab l e income. T h e t e r m s Phase I, Phase I I , Phase I I I , 
a n d combina t i ons thereof a re f r e q u e n t l y used to descr ibe the specific s i tua-
t ions in which compan ie s a r e taxed . T h e r e is a lack of un i fo rmi ty in the use of 
these t e rms ; there fore , the i r use has been avoided in descr ib ing var ious t axab le 
s i tua t ions in th i s append ix . 
T a x a b l e i n v e s t m e n t income consists of t h a t por t ion of inves tmen t yield 
(gross i n v e s t m e n t income less i n v e s t m e n t expenses) deemed not requi red to 
m a i n t a i n reserves ( " c o m p a n y ' s sha re" ) reduced by a p ropor t iona te share of 
t ax e x e m p t in te res t a n d dividends-received deduc t ion . The port ion of invest-
m e n t yield which is considered to be requi red to m a i n t a i n reserves ("policy-
holders ' s h a r e " ) is t he sum of (1) the lower of the ave rage or cu r ren t ea rn ings 
r a t e ( " a d j u s t e d reserves r a t e " ) app l ied to m e a n life insurance reserves ad-
jus ted to ref lect the ef fec t of the d i f fe rence be tween the ad jus ted reserves ra te 
a n d the a s sumed r a t e a c tua l l y used to ca lcu la te reserves, (2) the cu r ren t 
ea rn ings r a t e app l i ed to m e a n pension plan reserves, and (3) in teres t paid 
d u r i n g the year . 
G a i n or loss f rom opera t ions consists of all income a n d cost, including 
i n v e s t m e n t income, wi th l imi ta t ion on deduc t ib i l i t y of d iv idends to policyhold-
ers a n d ce r t a in o the r special deduc t ions descr ibed la ter herein. I n v e s t m e n t 
income for th is purpose is net of the policyholders ' share c o m p u t e d using ra tes 
of in t e res t a s sumed in ca lcu la t ing reserves as opposed to ad ju s t ed r a t e s used in 
d e t e r m i n i n g t axab l e i n v e s t m e n t income. However , th is is offset in the reserve 
increase wi th no e f fec t on income. T a x a b l e income consists of t axab le invest-
m e n t income a n d 50% of the a m o u n t by which gain f rom opera t ions exceeds 
t a x a b l e i n v e s t m e n t income. If gain f rom opera t ions is less t h a n t axab le 
i n v e s t m e n t income, the lesser a m o u n t is t axab le income. If t he re is a loss f rom 
opera t ions , t he re is no t axab le income except to the ex ten t of a n y reduct ions 
f rom pol icyholders ' surplus . 
T h e 50% por t ion of gain f rom opera t ions which is excluded f rom taxab le 
income, toge ther wi th t he a m o u n t of special deduc t ions for ce r t a in acc ident 
a n d hea l th , a n d g roup life insurance a n d n o n p a r t i c i p a t i n g con t r ac t s is added 
to t he pol icyholders ' su rp lus accoun t unt i l the to ta l pol icyholders ' surp lus 
* [Note—FASB Statement No. 109, Accounting for Income Taxes, is effective for fiscal years 
beginning after December 15, 1992. It supersedes APB Opinion No. 11, Accounting for Income 
Taxes, and FASB Statement No. 96, Accounting for Income Taxes ] 
** There have been several rather significant revisions to taxation of life insurance companies 
since this guide was originally issued. A current discussion of life insurance taxation will be 
provided in a future revision. 
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account equals a specified m a x i m u m . Reduct ions in this account are included 
in taxable income in the year when such reduction occurs. Reduct ions in this 
account arise when the company (a) makes dis tr ibut ions, in excess of share-
holders ' surplus, to stockholders as d ividends or in redempt ion of stock in 
pa r t i a l or complete l iquidat ion, (b) accumula tes policyholders' surplus in 
excess of the specified m a x i m u m , (c) elects to t ransfer amoun t s to sharehold-
ers ' surplus, or (d) ceases to qua l i fy as a life insurance company for tax 
purposes. 
Dividends to Policyholders and Special Deductions 
The Life Insu rance C o m p a n y Income Tax Act of 1959 provides deduc-
tions for d iv idends to policyholders and special deduct ions for cer ta in accident 
and hea l th and group life contrac ts , and nonpar t i c ipa t ing contracts . 
Deduct ions for d ividends to policyholders generally enter into the deter-
mina t ion of taxable income and pre tax account ing income. Such deduct ions 
m a y represent t iming differences when the a m o u n t s deducted in the f inancial 
s t a t e m e n t s di f fer f rom the a m o u n t s deduc ted in the tax re turn . 
The special deduct ions for nonpar t i c ipa t ing cont rac t s and accident and 
hea l th and group life cont rac t s do not enter into the de te rmina t ion of pre tax 
account ing income in any period. Deduct ions for nonpar t i c ipa t ing cont rac ts 
a re based on a percen tage of increase in reserves or a percentage of total 
p remiums , whichever produces the larger deduct ion. When based on a percent-
age of increase in reserves, the deduct ion m a y be direct ly af fec ted by other 
t iming di f ferences related to the calculat ion of reserves. However, when based 
on a percen tage of to ta l p remiums , the deduct ions m a y be unaf fec ted by other 
t iming di f ferences related to the calculat ion of reserves. Deduct ions for acci-
den t and hea l th cont rac t s are based on a percentage of annua l p remiums 
subject to a cumula t ive l imi ta t ion . Such deduct ions are not direct ly af fec ted 
by other t iming differences. 
L imi ta t ions have been placed on the aggregate of all the foregoing 
deduct ions which prevent the reduct ion of gain from operat ions to an amoun t 
which is less t h a n taxable inves tment income minus $250,000. When gain from 
operat ions, computed wi thout regard to such deductions, is less t han taxable 
inves tmen t income, the aggregate of these deduct ions is l imited to $250,000. 
W h e n such deduct ions are l imited, the unused deduct ions are not avai lable in 
subsequen t periods. 
Categories of Taxation 
If gain f rom operat ions, a f t e r deduc t ing all d ividends to policyholders and 
special deduct ions described above, is less t h a n taxable inves tment income by 
more t h a n $250,000, these dividends to policyholders and special deduct ions 
a re l imited to an a m o u n t which will not decrease gain from operat ions below 
this level. As long as t axab le income is $250,000 less t h a n taxable inves tment 
income and all of the dividends or special deduct ions have not been used in 
a r r iv ing a t t axab le income, the tax base is taxable inves tment income less 
$250,000, not gain f rom operat ions. For a company which remains in this 
category, a n y t iming di f ference a f fec t ing only gain from operat ions as a result 
of app ly ing general ly accepted account ing principles will have no tax effect 
when it reverses. This s i tuat ion is described as category 1 on the table in this 
Appendix . 
If gain f rom operat ions, wi thout regard to dividends to policyholders and 
special deduct ions , is less t h a n taxable inves tment income, the aggregate of 
these special deduct ions is l imited to $250,000. For a company which remains 
in this ca tegory, the tax base is gain f rom operat ions, and t iming differences 
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will produce tax effects which reverse. However, the unused special deductions 
may, in some cases, be used in calculating the tax effects of timing differences 
as described under "computational techniques." This situation is described as 
category 2 on the table in this Appendix. 
Gain from operations, without regard to dividends to policyholders and 
special deductions, may be less than taxable investment income, and the 
aggregate of these special deductions may be less than $250,000 so as not to be 
limited. For a company which remains in this category, the tax base is gain 
from operations, and timing differences will produce tax effects which reverse. 
This situation is described as category 3 on the table in this Appendix. 
Gain from operations, without regard to dividends to policyholders and 
special deductions, may be greater than taxable investment income and, if the 
aggregate of these special deductions does not reduce gain from operations to 
an amount which is less than taxable investment income or which is not 
$250,000 less than taxable investment income, these special deductions are not 
limited. For companies which remain in these categories, the tax base is gain 
from operations, and timing differences will produce tax effects which reverse. 
These situations are described as categories 4 and 5 on the table in this 
Appendix. 
Significant timing differences and their effects on special deductions in a 
"with-and-without" calculation could result in a current change in category. 
Methods for dealing with such a situation and for determining or dealing with 
the tax effects of timing differences in general are discussed under "Computa-
tional Techniques." 
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Nature of Timing Differences 
While the usual t iming differences, such as those resul t ing f rom deprecia-
tion methods , amor t i za t ion of bond discount , and accrual of d ividends and 
interes t m a y exist for life insurance companies , the most s ignif icant t iming 
differences result f rom the adopt ion of general ly accepted account ing princi-
p les—princ ipa l ly f rom differences be tween ad jus ted life insurance reserves 
and those used for t ax purposes and defer ra l and amor t i za t ion of acquisi t ion 
costs. Such t iming di f ferences a f fec t only gain f rom operat ions. 
The only t ransac t ions t h a t give rise to t iming dif ferences with respect to 
taxable inves tmen t income would be those re la ted to the t iming of the 
inclusion of i tems of inves tmen t income or inves tmen t expense, such as cash 
vs. accrual basis of account ing for d ividends and interes t or accelera ted vs. 
s t raight- l ine deprecia t ion methods on real es ta te . While the inclusion of 
a d j u s t m e n t s to life insurance reserves and defer ra l and amor t i za t ion of acqui-
sition costs resul t ing f rom the adopt ion of general ly accepted account ing 
principles in a hypothe t ica l tax r e tu rn would indirect ly a f fec t taxable invest-
men t income, such effect is a p e r m a n e n t dif ference. These i tems a f fec t only 
tota l assets or aggregate reserves, which a m o u n t s will, for income tax pur-
poses, a lways be grea te r or less t h a n comparab le a m o u n t s for account ing 
purposes. Accordingly, a m o u n t s of such dif ferences do not reverse in subse-
quen t periods. 
Computational Techniques 
As s t a t ed in A P B Opinion No. 11, Accounting for Income Taxes, "The tax 
effect of a t iming di f ference should be measured by the d i f fe ren t ia l between 
income taxes computed wi th and wi thou t inclusion of the t r ansac t ion crea t ing 
the di f ference be tween taxable income and p re t ax act ion c rea t ing the differ-
ence between taxable income and p re tax account ing income. T h e resul t ing 
income tax expense for the period includes the tax effects of t r ansac t ions 
enter ing into the de te rmina t ion of resul ts of opera t ions for the period. The 
resul t ing deferred tax a m o u n t s ref lect the tax ef fec ts which will reverse in 
f u t u r e per iod." "Wi th -and -wi thou t " computa t ions for life insurance companies 
are more compl ica ted t h a n is the case in the normal tax r e tu rn because of the 
complexit ies of the Life In su rance C o m p a n y Income T a x Act of 1959. Accord-
ingly, no short-cut method of compu t ing deferred income taxes is possible. 
The d i f fe ren t i a l t ax effect t en t a t i ve ly de t e rmined in the wi th-and-
without calculat ion mus t be f u r t h e r examined to de te rmine whether such tax 
effect will reverse in the fu tu re . For example, as discussed previously, t iming 
differences a f fec t ing only gain f rom operat ions m a y resul t in a cu r ren t t ax 
effect in such a wi th-and-wi thout calculat ion which m a y not reverse in the 
f u t u r e for companies who cont inue to be taxed on taxable i nves tmen t income. 
Defer red taxes are not required to be provided for the cur ren t t ax ef fec t of 
t iming dif ferences if c i rcumstances indicate t h a t there will not be a reversal of 
such cur ren t tax ef fec t in the fu tu re . 
Although (1) cer ta in special deduct ions never enter in to the de te rmina-
tion of p re tax account ing income in any period a n d / o r (2) the a m o u n t of 
dividends to policyholders and cer ta in special deduct ions m a y be subject to 
l imi ta t ion on the tax r e tu rn so t h a t unused deduct ions will not be avai lable in 
subsequent periods, such deduct ions m a y be proper ly recomputed in the with-
and-wi thout calculat ion. For example , unused d iv idends to policyholders and 
special deduct ions m a y be used to offset t iming dif ferences which a f fec t 
taxable income to the extent t h a t the l imi ta t ions on these deduct ions change 
when based on p re t ax account ing income, unless known or an t i c ipa t ed circum-
stances indicate t h a t f u t u r e taxable income resul t ing f rom such t iming differ-
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enees will not be offset by like deductions when they reverse. Similarly, in the 
case of provisions for dividends to policyholders, which are timing differences 
themselves, statutory limitations should not be applied so as to eliminate their 
current tax effect unless circumstances indicate that such dividends will be 
limited when they reverse.7 Special deductions that are directly affected by 
timing differences should be recomputed in the with-and-without calculation 
unless circumstances indicate that future special deductions will not be 
directly affected by the timing differences when such timing differences 
reverse. 
Companies adopting generally accepted accounting principles for the first 
time will be required to reflect such change retroactively in the year of change. 
This retroactive change will apply to all of the adjustments necessary to 
present financial statements in conformity with generally accepted accounting 
principles, including the application of deferred income tax accounting. Since 
the adjustment will be applied retroactively, the restriction on the use of the 
"net change method" described in APB Opinion No. 11 will not be applicable. 
The intent of the restriction was to preclude a company that was not applying 
interperiod tax allocation prior to the Opinion from using the tax effect of the 
reversal of a difference to offset deferred taxes required to be recognized for 
current originating timing differences. Accordingly, a life insurance company 
adjusting retroactively will be able to use the individual transaction, gross 
change, or net change methods. 
From a practical standpoint, the gross change method may be very 
difficult to apply to timing differences related to reserves. Companies that 
elect this method must maintain detailed records of originating and reversing 
differences or must be prepared to demonstrate, by use of modelling or other 
techniques, that reasonable approximations of originating and reversing tim-
ing differences have been made. 
Because of the complexity of life insurance income tax computations, the 
net change and gross change methods can produce substantially different 
results. For the purpose of using the gross change or net change methods, 
adjustments to reserves and the deferral and amortization of acquisition costs 
constitute similar timing differences which could be grouped. While reserves 
and deferred acquisition costs will be segregated in the balance sheet, their 
grouping for the purpose of determining pretax accounting income is justified 
because of their interrelationship and similar reversing characteristics. In 
addition, grouping of other timing differences may be most appropriate 
because separate treatment of individual timing differences can produce 
results which vary significantly from those that would result from the group-
ing of all timing differences. These different results are produced when the 
with-and-without calculation causes a change in category of taxation. 
When results are produced which vary significantly from the company's 
current tax status because of the method used or the grouping or separate 
treatment of timing differences, consideration must be given to the reversal of 
the tax effects calculated. In determining whether there will be any future tax 
effect, the reversing characteristics of the timing differences must also be 
considered. Deferred taxes need not be provided unless such taxes will reverse 
in the future, and a change in category of taxation resulting from the with-
and-without calculation should not be recognized unless circumstances indi-
cate that such change in category will result when the timing difference 
reverses. 
7 For purposes of computing deferred taxes, it will be necessary to identify the amount of 
dividends to policyholders deducted in the financial statements even when they are considered as 
benefits in the reserving method. 
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When the reversal of tax effects cannot be reasonably determined, 
deferred income taxes should be provided based on the differential computed 
using a with-and-without calculation as if the company's tax return was filed 
on the basis on which financial statements were prepared, including any 
resulting change in phase of taxation. In such cases, special deductions which 
are not timing differences or which are not affected by other timing differ-
ences and, therefore, do not reverse, should be limited to amounts calculated in 
the tax return. 
Changes in Circumstances 
If deferred income taxes have not been provided on timing differences on 
the presumption that such timing differences will have no tax effects when 
they reverse, and circumstances change so that it becomes apparent that tax 
effects will result, a company should accrue as an expense of the current 
period income taxes attributable to those timing differences; income tax 
expenses for such timing differences should not be accounted for as an 
extraordinary item. 
If deferred income taxes have been provided on timing differences, and 
circumstances change so that it becomes apparent that the tax effects will 
differ from those originally expected, deferred income taxes previously accrued 
should be included in income only as the related timing differences reverse.8 
The facts and circumstances known about the company's income tax 
position in prior years and the current year must be considered, together with 
any changes which have affected or are expected to affect income taxes. Long 
range forecasts may also be useful. Examples of changes in circumstances 
which might indicate the need for adjusting tax accounts would include the 
following: 
1. Change in volume and/or profitability of business. 
2. Change in mix of health insurance and life insurance. 
3. Change in mix of participating and nonparticipating business. 
4. Change in dividends to policyholders. 
5. Acquisition or disposition of subsidiaries. 
6. Change from rental to ownership of home office building. 
7. Adopting of tax planning techniques such as the Section 818 (c) 
reserve strengthening election. 
Policyholders' Surplus 
APB Opinion No. 23, Accounting for Income Taxes—Special Areas, states 
that deferred taxes should not be provided on amounts designated as policy-
holders' surplus on the tax return of a stock life insurance company unless 
circumstances indicate that the insurance company is likely to pay income 
taxes, either currently or in subsequent years, because of known or expected 
reductions in policyholders' surplus. 
Pre-1958 Timing Differences 
Prior to the enactment of the Life Insurance Company Income Tax Act of 
1959, which was effective for 1958, life insurance companies were taxed on 
investment income. Accordingly, most of the retroactive adjustments to con-
form to generally accepted accounting principles will create timing differences 
8 Amortization procedures described in paragraph 10 of Accounting for Income Taxes—An 
Interpretation of APB Opinion No. 11, Donald J. Bevis and Raymond E . Perry, AICPA, 1969, 
should be followed. 
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that would have had no tax effect prior to 1958 and, therefore, no deferred 
income taxes should be provided for cumulative timing differences at January 
I, 1958. 
Discounting 
Representatives of industry have proposed that discounting should be 
applied to unamortized deferred income tax balances. I t has been stated that 
such discounting is consistent with the discounting of other liabilities in a life 
insurance company. However, the application of discounting would be applica-
ble only under the liability method of accounting for deferred income taxes, 
which method was rejected by the Accounting Principles Board in Opinion No. 
11. 
Summary 
As stated in APB Opinion No. 11, "the principal problems in accounting 
for income taxes arise from the fact that some transactions affect the determi-
nation of net income for financial accounting purposes in one reporting period 
and the computation of taxable income and income taxes payable in a 
different reporting period. . . . A major problem is . . . the measurement of the 
tax effects of such transactions and the extent to which the tax effects should 
be included in income tax expense in the same periods in which the transac-
tions affect pretax accounting income." Tax effects are defined principally as 
"differentials in income taxes of a period attributable to . . . revenue or 
expense transactions which enter into the determination of pretax accounting 
income in one period and into the determination of taxable income of another 
period . . . ." The opinion further states that, "interperiod tax allocation proce-
dures have been developed to account for the tax effects of transactions which 
involve timing differences," and that, "deferred tax amounts reflect the tax 
effects which will reverse in the future." 
The foregoing language has been interpreted in this appendix to mean 
that interperiod tax allocation procedures should account for reversal of 
timing difference and the reversal of their tax effects. Accordingly, the 
calculation in the current period of the tax effect of a timing difference 
measured by the differential between income taxes computed with and 
without inclusion of the transaction creating the difference between taxable 
income and pretax accounting income must be reviewed to determine whether 
circumstances indicate that the tax effect so measured will reverse in the 
future when the timing difference reverses. This appendix describes some of 
the more obvious situations where there may be no reversal of effects mea-
sured by means of a with-and-without calculation and suggests that deferred 
taxes are not required to be provided if circumstances indicate that the tax 
effects so measured will not reverse in the future. 
Because of the complexity of life insurance company taxation, it was not 
practical to discuss all the situations that might occur. Further experience will 
develop new situations and solutions thereto. 
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Appendix D 
Supplementary Internal Control Structure 
Questionnaire for Life Insurance 
Companies 
This questionnaire is included herein to provide examples of the type of 
questions (in addition to those found in a general internal control structure 
questionnaire) that might be asked by the auditor in obtaining an understand-
ing of the internal control structure of a life insurance company. I t is not a 
complete questionnaire and must be augmented, modified, and adapted for a 
particular life insurance engagement. The questions are intended to create an 
awareness of the broad range of controls required by an insurance company 
because of its underwriting and investment activities. Additional questions 
will be required where a specific company issues contracts for other than 
ordinary life or accident and health business. It follows, therefore, that a more 
effective internal control structure questionnaire can be designed by the 
auditor to suit his needs in a specific client situation. Also, there are areas not 
covered by this questionnaire which must be reviewed by the auditor that are 
not peculiar to the insurance industry; namely, the internal audit and elec-
tronic data processing functions. 
The questions are basically designed so that a "yes" response would 
generally indicate satisfactory conditions, while a "no" response would indi-
cate a weakness to be considered in determining the nature and extent of audit 
procedures and tests to be employed. 
General 
1. Is the general accounting department completely separated from. 
a. Agency department? 
b. Claim or benefit department? 
c. Underwriting department? 
d. Investment department? 
e. Premium accounting department? 
2. Are schedules used by client in preparation of accrual basis state-
ments for inclusion in Annual Statement filed with regulatory insur-
ance departments reviewed by someone other than the person 
preparing these papers? 
Reviewer 
Title 
Cash Receipts 
1. Is access to daily mail cash receipts denied to persons with the 
following responsibilities: 
a. Authorize return premiums? 
b. Prepare or record the billings? 
c. Maintenance of securities records? 
2. Are cash funds other than cash receipts handled by someone other 
than the cashier? 
3. Are securities handled by someone other than the cashier? 
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4. Where the company utilizes the debit system of collecting premiums 
on certain policies, are collections by agents deposited daily to bank 
accounts under home office control? 
5. I f the company accepts postdated checks or drafts for later deposit 
as premiums become due: 
a. Are they under the control of someone other than the cashier 
who does not have access to cash receipts? 
b. Does the system of safekeeping provide for timely deposit of the 
check or proceeds of the draft? 
Cash Disbursements 
1. Are drafts used for payment of: 
a. Benefits and claims? 
b. Dividends to policyholders? 
c. Medical fees? 
d. Other items? 
Identify 
2. Are drafts recorded when issued? 
Securities 
1. Are security transactions authorized by: 
a. The board of directors? 
b. The investment committee? 
c. An officer? 
d. Other? 
2. Does release of securities require the signatures of more than one 
officer where securities are under: 
a. Control of a safekeeping bank or independent custodian? 
b. Dual control of two officers other than those authorized to sign 
the release? 
3. Are the securities periodically inspected or confirmed with indepen-
dent custodians and balanced with security records? 
a. By internal auditors? 
b. By executives? 
c. By others? 
4. Is the investment portfolio reviewed by an executive with the 
responsibility for determining that investments are in compliance 
with the State insurance code? 
Mortgage Loans 
1. Are direct loans and purchases of existing mortgages authorized by: 
a. An investment committee or the board of directors? 
b. Someone else? 
2. Are independent appraisals required to assure the loan is within 
legal limits and company policy? 
3. For loans serviced by correspondent servicers: 
a. Are periodic trial balances of loans received and balanced to 
company's records? 
b. Are external audits made of the records of the servicer? 
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c. Does the company's internal audit staff examine the records of 
the servicer? 
Policy Leans 
1. Is the amount of the policy loan checked against the cash surrender 
value at the date of the loan? 
2. Is the in-force status of the policy checked before the policy loan is 
approved? 
3. Does the company notify policyholders when the automatic loan 
provision is applied? 
4. Are policy loan records checked for status of loans before any policy 
surrender or death benefits are paid? 
Real Estate 
1. Is investment committee approval required for: 
a. Purchases, sales and leases of real estate for investment pur-
poses? 
b. Setting the sales price for previously foreclosed property? 
c. Renovations or improvements to real estate owned? 
d. Determination of the amount to be considered as rental income 
on real estate owned and used by the company? 
2. If investment properties are being managed for the company by 
independent agencies, are such manager's records reviewed periodi-
cally by the internal audit staff or other company representatives to 
determine the propriety of expenses and to account for income? 
Miscellaneous Assets 
1. Are details of the cost and accumulated depreciation for furniture, 
equipment and automobile, and similar nonadmitted assets main-
tained and controlled by general ledger accounts or schedules evi-
dencing control balances balanced to amounts included in financial 
statement balances? 
2. Are established procedures in effect for authorizing advances to 
agents? 
3. Do contracts with agents reflect company policy as to financing 
arrangements? 
4. Are IRS form 1099s filed on agents' balances charged off and on the 
value of agency prizes and awards given to agents? 
Policy Liabilities (policy valuation reserves) 
1. Does the company maintain insurance in-force transaction registers 
and use such registers to reconcile insurance in force to correspond-
ing totals of number and amounts of policies shown in valuation 
summaries? 
2. Does the company have provisions for reviewing the reasonableness 
of life reserves and the yearly changes by reference to plan, year, 
and age-at-issue valuation analyses? 
3. Does the company match data contained in the valuation file with 
corresponding data in the following records: 
a. Application file? 
AUG-SLI APP D 
118 Stock Life Insurance Companies 
b. Premium record file? 
c. Premium billing file? 
d. Dividend file? 
e. Other files? 
4. Were the following items included in the comparison? 
a. Policy number? 
b. Policy plan? 
c. Year of issue? 
d. Age at issue? 
e. Amount? 
f. Mode of payment? 
g. Paid to date? 
5. Does the company make other checks as to the completeness or 
accuracy of the in-force file? 
6. Are the reserve factors and calculations checked? 
7. Does the company utilize consulting actuaries to review or verify 
reserve valuations? Identify. 
8. Do the consulting actuaries test the accuracy of the in-force listings 
and other summary items relied on in calculating policy reserves? 
9. Does the company check the reasonableness of the "tabular cost" 
and "tabular net premiums" with respect to its ordinary life busi-
ness? 
10. Does the company establish active life reserves on noncancellable or 
guaranteed renewable A&H contracts? 
Policy Forms and Issue 
1. Is the security of unused forms adequately safeguarded? 
2. When policies are issued, are they properly recorded in a register or 
other control? 
3. Are all numbers accounted for? 
4. Are procedures in effect, such as use of a checkoff list, to determine 
that all underwriting and credit reviews have been satisfactorily 
completed prior to policy issue? 
5. Are policy forms approved by State insurance departments? 
6. Are insurance contracts issued only upon receipt of the initial 
premium? 
7. Are contracts returned and properly voided if the initial premium is 
not received? 
8. Are voided contracts retained for subsequent inspection? 
Premium Income 
1. Are the records from which premium billings are prepared recon-
ciled periodically with in-force insurance listings? 
2. Are premiums billed, but not collected, kept under ledger control? 
3. Does a person not having access to cash control the records used for 
preparation and mailing of: 
a. Premium notices? 
b. Lapse notices? 
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4. D o copies of lapse notices go to another person not under the 
direct ion of the p r e m i u m d e p a r t m e n t for follow-up? 
5. Does the sys tem provide for p r o m p t not i f ica t ion to policyholders of 
appl ica t ion of a u t o m a t i c p r e m i u m loans or other benef i t s to the 
p a y m e n t of p remiums? 
6. Are cash receipts and p r e m i u m income balanced month ly to pre-
m i u m registers? 
Policy Benefits 
1. Pr ior to p a y m e n t of benef i ts , are c la ims d e p a r t m e n t personnel 
required to check: 
a. T h e in-force s t a tu s of policies? 
b. Amoun t s of policy loans deduct ible f rom benef i ts? 
c. Exis tence of other deduct ib le i tems? 
d. Policy coverage of c la imed benef i t? 
e. Policy a m o u n t s appl icable to claim? 
f. Rece ip t of all claim documents with indicat ion of review and 
approvals? 
2. If d r a f t s a re used in p a y m e n t of benefi ts : 
a. Is control exercised over unissued d ra f t s? 
b. Are issued and ou t s t and ing d r a f t s accounted for? 
c. Is documenta t ion reviewed in suppor t of p a y m e n t s by supervi-
sory personnel other t h a n the claims d e p a r t m e n t ? 
3. Do in te rna l procedures provide for periodic comparison, by someone 
independen t of the claim d e p a r t m e n t , of endorsements on cancelled 
checks issued for policy benef i t s with s ignatures on policy appl ica-
tions? 
4. Are the s ta t i s t ica l tota ls of claims paid by policy ma in t a ined and 
reconciled wi th cashier and account ing d e p a r t m e n t totals? 
5. W h e n claims are paid or d r a f t s accepted , are procedures in effect 
for: 
a. Recording the re insurance recoverable? 
b. Cancel l ing the e s t ima ted claim and es t ima ted recoverable rein-
surance? 
6. Are paid claim documen t s routed to the account ing d e p a r t m e n t for 
billing and recording re insurance recoverable under f acu l t a t ive and 
t r e a t y cont rac ts? 
7. Does the sys tem provide for the accumula t ion of claims paid t h a t 
migh t result in recoveries under excess cont rac ts? 
8. Are procedures in effect to provide reviews for a m o u n t s recoverable 
f rom reinsurance? 
9. Is pa id u p and extended insurance calcula ted and reviewed by 
someone not involved in the p r e m i u m collection procedure? 
10. Are the a m o u n t s accrued or paid for d ividends to policyholders on 
all lines of business reviewed and tes ted for compliance with com-
p a n y policy? 
11. Is there a procedure for review of in teres t earned and credi ted on 
policyholder d ividends or other policy benef i t s left on deposit as to 
compliance with ra tes approved by the board of directors? 
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Reinsurance 
1. Is there a departmental responsibility for the review of policy issues 
to determine compliance with the limits established by the com-
pany's retention or acceptance of liability on any one life? Identify. 
2. Is the underwriting department required to mark policies clearly 
indicating whether or not reinsurance applies? 
3. Are there procedures existing to determine that all risks includible 
under treaty reinsurance contracts are identified and declared to the 
reinsurance company? 
4. Are procedures in effect to provide for prompt follow-up and reim-
bursement of reinsurance claims: 
a. For reinsurance ceded by the company? 
b. For reinsurance assumed by the company? 
5. Does the accounting system in use generate the information neces-
sary for management's clear understanding of: 
a. The status of reinsurance contracts? 
b. The transactions which occurred during the year? 
6. Are the companies reinsurance treaties written only with companies 
that qualify under the requirements of the regulatory insurance 
department? If not, identify those not so qualified. 
7. Are the detailed accounting records maintained by other operating 
departments balanced to the accounting department records on a 
monthly basis? 
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Glossary of Terms 
Accidental death benefit. A payment of a specified sum, in addition to the 
regular death benefit, in the event of the death of the insured by accident 
or by accidental means. 
Actuary. An expert professionally trained in the evaluation of risk and the 
science of mathematical probabilities. Insofar as North America is con-
cerned, membership in the American Academy of Actuaries or the Cana-
dian Institute of Actuaries is evidence of professional qualification. 
Ad interim policy reserve. A reserve calculated as of any date within a 
policy year. 
Adjusted premium. An amount defined by the insurance laws of most states 
used in the computation of minimum legal cash surrender values. 
Advance premiums. Premiums collected by the insurance company in 
advance of the premium due dates. A discount is allowed for certain 
advance payments. 
Annual statement (convention statement, blank, or form). A statement 
on a prescribed form furnishing information regarding a company's 
financial condition as of December 31 and its operations for the year, 
filed by March 1 of the following year with Insurance Departments of the 
various states in which a company is authorized to transact business. 
Annuity. A type of periodic payment of a fixed or variable amount arising out 
of a contract obligation. 
Annuity, deferred. An annuity which will begin on a future date either at the 
expiration of a fixed number of years or at the attainment of a stated age. 
Annuity, immediate. An annuity, purchased with a single payment, begin-
ning currently. 
Assessment companies. Companies selling to groups with similar interests 
such as church denominations or professional groups. Some assessment 
companies also sell directly to individual members of the general public. 
Such companies may or may not collect premiums. If funds are not 
sufficient to pay claims, assessments may be made against members. 
Asset share. A realistic estimate of the amount accumulated by an insurance 
company for each dollar of insurance in force. An asset share study 
involves a projection of cash flow based on the best estimates of mortality, 
interest, withdrawals, dividends, and expenses, and their times of occur-
rence. Asset shares depict hypothetical financial results on a unit of 
business. Generally an asset share calculation is made for a unit policy on 
a particular plan and at a particular issue age representative of a 
particular class of policy. Asset shares calculation may be made prospec-
tively or retrospectively. They are often made for projecting financial 
results into the future on the basis of assumed rates of mortality, interest, 
expense, and withdrawals, and for testing the effect of hypothetical 
changes in such rates. A company's entire business or a block of its 
business may be approximately represented by a grid of representative 
unit policies weighted according to the distribution of business. Asset 
shares for such a grid may be aggregated to show approximate financial 
results for the business so represented. 
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Assets, admitted. Assets s t a t ed a t values a t which they are pe rmi t t ed to be 
repor ted in the a n n u a l s t a t e m e n t filed wi th the var ious Insu rance 
D e p a r t m e n t s . 
Assets, ledger. Assets which were t rad i t iona l ly recorded on a company ' s 
general ledger. 
Assets, nonadmitted. Assets, or port ions thereof, which are not pe rmi t t ed to 
be repor ted as a d m i t t e d assets in the annua l s t a t e m e n t filed with the 
var ious Insu rance D e p a r t m e n t s such as the excess of book value over 
s t a t e m e n t value of inves tments , agen t s ' balances, fu rn i tu re , f ixtures , 
supplies, and e q u i p m e n t other t h a n cer ta in data-process ing equ ipmen t . 
Assets, non-ledger. Assets which t rad i t iona l ly were not recorded on a com-
pany ' s general ledger such as the excess of s t a t e m e n t value of stocks and 
bonds over book value, accrued in teres t , other accrued income on invest-
ments , and due and deferred p remiums . 
Association value. T h e va lue for Annua l S t a t e m e n t purposes of cer ta in 
invested assets. These values are set by the Na t iona l Association of 
Insu rance Commissioners and m a y di f fer f rom m a r k e t va lue or amor t ized 
value. 
Assumption. In life insurance, a set of r a tes (e.g., mor ta l i ty or in teres t ra tes) 
on which calculat ions to de te rmine p remiums , reserves, etc., are based. 
Automatic premium loan. A loan m a d e under a provision in a life insurance 
policy t h a t a p r e m i u m not paid by the end of the grace period will be 
au tomat i ca l ly paid f rom the proceeds of a policy loan m a d e by the 
c o m p a n y if there is suff ic ient loan value . 
Benefit. Any p a y m e n t m a d e under the t e rms of an insurance policy. 
Block of business. In the broad sense, a group of policies as dis t inguished 
f rom a line of business. The t e rm can be used in a narrow sense to refer to 
a pa r t i cu la r group of policies issued under the same plan in a pa r t i cu la r 
year . 
Cash surrender value. T h e a m o u n t of cash which m a y be realized by the 
owner of a life insurance policy or a n n u i t y con t rac t upon d iscont inuance 
and sur render of the policy or con t rac t prior to its m a t u r i t y . 
Ceding company. The original or p r i m a r y insurer who reinsures wi th another 
c o m p a n y called the re insurer or assuming company . 
Cession. I n su rance passed on to the re insurer by the p r i m a r y or ceding 
company . F requen t ly , under ce r ta in types of re insurance t reat ies , each 
t ransac t ion is given a number called a cession number . 
Claim. A d e m a n d for p a y m e n t of a policy benef i t because of the occurrence of 
an insured event such as the dea th or disabi l i ty of the insured or the 
m a t u r i t y of an endowment or the incurrence of hospital or medical bills. 
Coinsurance. The shar ing of an insurance risk. In life insurance this arises 
most f r equen t ly in connection with re insurance where the c o m p a n y which 
is the direct issuer of insurance passes some of it onto another company , 
the reinsurer , in order to avoid a d ispropor t ionate ly large risk on one 
insured. T h e reinsurer receives a p ropor t iona te p a r t of the p r e m i u m s less 
commissions and is liable for a corresponding p a r t of all p a y m e n t s 
(dividends, cash values, dea th claims) m a d e by the direct issuing com-
pany . Less f requen t ly , "co insurance" refers to an a r r a n g e m e n t whereby 
the insured, himself, s t ands p a r t of a loss. 
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Contract premium. The p r e m i u m specified by the insurance cont rac t ; also 
referred to as the gross p remium. 
Contribution method. A method of comput ing d iv idends under which contri-
but ions made by a n y class of policies to the company ' s earnings is 
de te rmined by compar ing ac tua l experience wi th assumpt ions made for 
mor ta l i ty , interest , wi thdrawals , and expense in se t t ing p r e m i u m rates. 
M u t u a l life insurance companies are required to d i s t r ibu te divisible 
surplus to policyholders equi tab ly . This is understood to m e a n distr ibu-
tion of divisible surplus to the var ious classes of policies in accordance 
with the contr ibut ions of such policies to such divisible surplus . In its 
classic form the contr ibut ion method de te rmines dividends according to 
the three main sources of surp lus earnings ref lect ing the experience with 
respect to mor ta l i ty , interest , and expenses. 
Convention statement, blank, or form. See Annua l S t a t emen t . 
Credit life insurance. I n su rance issued on the lives of borrowers to cover 
p a y m e n t of loan balances in case of dea th . 
Decreasing term insurance. A type of t e rm insurance the face value of 
which decreases over a period of years . 
Deferred first year commission. A commission payab le on month ly , quar -
terly, or semiannua l p r e m i u m s for the f irst policy year except the ini t ial 
p remium. 
Deferred premiums. The semiannual , qua r t e r ly , or month ly net va lua t ion 
p r e m i u m needed to complete p r e m i u m p a y m e n t s for the cu r ren t policy 
year bu t not ye t due. I n comput ing s t a t u t o r y policy reserves for individ-
ual life insurance, deferred p r e m i u m s are assumed to be paid in full . 
Disability. I n c a p a c i t y because of acc ident or sickness. In connection with life 
insurance, special benef i t s are somet imes provided in the event the 
insured is total ly and p e r m a n e n t l y disabled. 
Disability benefit feature. A f ea tu r e included in some life insurance policies 
or a n n u i t y cont rac t s providing for waiver of p r e m i u m s or p a y m e n t of a 
month ly income in the event the insured has become tota l ly a n d / o r 
p e r m a n e n t l y disabled. 
Dividend class or classification. A group of policies which the company 
decides to consider as compris ing a homogeneous uni t for dividend pur-
poses because of s imilar i t ies in essential charac te r i s t ics ( p r e m i u m ra te , 
reserve, nonforfe i ture bases, etc.). Sometimes more nar rowly t aken to 
mean a group of policies for which dividends per $1,000 of insurance are 
ident ical because all essential charac te r i s t ics (policy series, plan, age, 
year of issue, etc.) are identical . 
Dividend deposit. The accumula t ed amoun t , including interest , of all divi-
dends which have been left by a policyholder as in teres t -bear ing deposits. 
Dividend fund method. A method used by some m u t u a l life insurance 
companies in the deve lopment of the company ' s premium-dividend-pol icy 
value s t ruc ture . 
Dividend option. The privilege allowed a policyholder of choosing among 
cer ta in methods of using his dividends. The dividends m a y be, for 
example: (1) paid in cash, (2) appl ied toward the p a y m e n t of p remiums , 
(3) left on deposit a t interest , (4) used to purchase pa id -up addi t ional 
insurance, or (5) used to purchase one-year t e rm insurance. 
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Dividends (to policyholders). Amounts distributed or credited to policyown-
ers of participating policies. Under the various insurance laws, dividends 
must be apportioned to policyholders on an equitable basis. The dividend 
allotted to any policy should be based on the amount which the policy, as 
one of a class of similar policies, has contributed to the earnings available 
for distribution as dividends. 
Endorsements or riders. Agreements not contained in the standard printed 
policy form, but printed, stamped, or written on or attached to it. When 
they are made a part of the contract, they alter, amend, extend, or 
restrict the provisions of the standard form. 
Excess interest. The excess of interest credited by an insurance company 
over the amount guaranteed. 
Experience premium method. A method for determining dividends to poli-
cyholders. Under this method the dividend is determined as the excess of 
the premium charged over a premium reflecting current levels of claim 
experience, interest, and expenses with appropriate provision for contin-
gencies. This method is most commonly used for dividends earned under 
supplementary benefits such as Accidental Death or Waiver of Premium 
Disability Benefits. A variation of the method has sometimes been used 
for dividends on life insurance policies. In this modified form a conserva-
tive interest assumption is used in determining the experience premium, 
and an excess interest factor is added to the dividend as otherwise 
determined from the excess of the premium charged on the modified 
experience premium. 
Expi ry . Termination of insurance when the end of the period of term insur-
ance is reached. 
Extended term insurance. Insurance acquired under a nonforfeiture option 
in a policy providing for the use of cash surrender value to acquire term 
insurance for the face amount of the policy, the length of the term 
depending on the age at lapse and the cash surrender value. 
First-year commission. Any commission payable on first-year premiums. 
First-year premiums. Any premiums due during the first year the policy is 
in effect. 
Fraternal companies. Companies having no stockholders, but which restrict 
their policyholders to a group with a common interest, such as a church 
group. They operate on a nonprofit basis for the benefit of policyholders 
and their beneficiaries. 
Full preliminary term reserve method. A modified reserve method under 
which no reserve is established at the end of the first policy year. 
Fund method. A method of computing dividends based upon asset share 
calculations. 
Gains or losses from interest. The difference between net investment 
income and interest required to maintain reserves. A change in the 
interest basis on which reserves are determined automatically results in a 
change in the indicated gain or loss from interest. 
Gains or losses from lapse or surrender. Differences between reserves held 
on surrendered or lapsed policies and cash values paid or reserves 
required on other forms of insurance taken by the insured in lieu of 
payment of cash value. 
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Gains or losses from loadings. Dif ferences between expense loading con-
ta ined in the p r e m i u m s of the period and expenses for the period. 
Gains or losses from mortality: 
Annuities and supplementary contracts involving life contingencies. 
Dif fe rences be tween expected reserves released by dea th and ac tua l 
reserves released by dea th dur ing the period. 
Ordinary life. Di f ferences between expected dea th benef i t s on the com-
pany ' s reserve basis and dea th benef i t s incurred for the period, net of 
reserves released by dea th . 
Grace period. The period, usually one mon th (31 days) , following the due da t e 
of a p r emium dur ing which the p r e m i u m m a y be paid wi thout pena l ty or 
other addi t ional requi rements . The policy remains in full force dur ing this 
t ime. The grace period is requi red by law. 
Gross premium. The p r e m i u m specified by the insurance cont rac t . The t e rm 
is used in cont ras t to "ne t p r e m i u m . " 
Gross premium reserve. A reserve de te rmined by sub t rac t ing the present 
value of f u t u r e gross p r e m i u m s f rom the presen t va lue of f u t u r e expenses 
and benefi ts . 
Group insurance. I n su rance issued, usual ly wi thout medical examinat ion , to 
a group of persons with re la ted interests . I t is usually issued to an 
employer covering his employees. A mas t e r policy is issued to the 
employer, or other represen ta t ive of the group, and individual members 
of the group receive cer t i f ica tes as evidence of their insurance. 
Guaranteed renewable policy. A heal th insurance policy which the insured 
has the r ight to cont inue in force by the t imely p a y m e n t of p r emiums 
which coincides approx imate ly with the average working l i fet ime (for 
federal income tax purposes a t least unt i l age 60), with the r ight reserved 
to the insurer to make changes in p r emium ra tes by classes. Also see 
Noncancel lable policy. 
Income disability benefit. The income disabi l i ty benef i t of a life insurance 
policy commonly requires t h a t the insured be total ly and p e r m a n e n t l y 
disabled, bu t the r equ i remen t of pe rmanence is not ordinar i ly made for 
an income disabil i ty benef i t conta ined in a hea l th insurance policy, and 
some heal th insurance policies provide reduced benef i t dur ing pa r t i a l 
disabil i ty. 
Incontestable clause. A provision in a life or noncancellable accident and 
hea l th insurance policy t h a t the insurance company cannot contest the 
policy, except for n o n p a y m e n t of p remiums , a f t e r the policy has been in 
force for a s ta ted period (usual ly one or two years ) f rom d a t e of issue. 
Industrial insurance. Insurance wr i t t en in re la t ively small a m o u n t s covering 
life, to ta l and p e r m a n e n t disabil i ty, and acc identa l dea th benefi ts , the 
p r emiums on which are usually collected on a weekly or month ly basis by 
an agen t of the company . 
Initial policy reserve. The reserve on a policy a t the beginning of the policy 
year . I t is equal to the a m o u n t of the reserve a t the close of the preceding 
policy year ( the t e rmina l reserve) plus the net p r e m i u m for the cur ren t 
policy year . 
Installment premium. A p r e m i u m paid in ins ta l lments th roughout a policy 
year , r a the r t h a n annua l ly . Semiannual , qua r t e r ly , month ly , and some-
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t imes weekly p r e m i u m s are considered as ins ta l lment p remiums . (The 
basic p r e m i u m in life insurance is an annua l p r emium. ) 
Insured. The person on whose life an insurance policy is issued. 
Investment expenses. Expenses which are proper ly chargeable aga ins t 
inves tmen t income. 
Issue age. The age of the policyholder on the effect ive da t e of the policy. This 
is f r equen t ly the "age neares t b i r t h d a y " on the effect ive date . 
Lapse. The t e rmina t ion of a policy in its original s t a tu s by fai lure to p a y a 
p r emium due. If the policy has no cash value, the policy becomes 
forfei ted, is t e rmina ted , and is out of force. If the policy has a cash value, 
the protect ion m a y be cont inued in modified form. 
Lapse rate. The ra te a t which insurance policies t e r m i n a t e through fa i lure of 
the insureds to cont inue making p r e m i u m p a y m e n t s . The lapse ra te m a y 
also be considered a r a t e of "non-pers is tence." I t is usually expressed as a 
ra t io of the number of policies on which the insureds failed to make 
p r e m i u m p a y m e n t s dur ing a given period to the tota l number of policies 
a t the beginning of the period f rom which those lapses occurred. 
Lapsed policy. A policy t e rmina t ed f rom the p r e m i u m pay ing in force 
because of n o n p a y m e n t of p remiums . Sometimes, for account ing pur-
poses, the t e rm is l imited to a t e rmina t ion occurring before the policy has 
a cash or other value. 
Legal reserve life insurance. Life insurance provided by an insurance 
company opera t ing under insurance laws specifying the m i n i m u m basis 
for the reserves the c o m p a n y mus t m a i n t a i n for its policies. 
Level premium insurance. I n su rance for which the p r e m i u m is d i s t r ibu ted 
evenly over the period dur ing which p r e m i u m s are payable . 
Liabilities, ledger. Liabil i t ies t rad i t ional ly recorded on the company general 
ledger. 
Liabilities, non-ledger. Liabi l i t ies t rad i t iona l ly recorded not on the company 
general ledger, b u t on other basic records. 
Life expectancy. The average number of years of life remain ing for persons of 
a pa r t i cu la r age according to a pa r t i cu la r mor ta l i ty table. 
Loading. An a m o u n t obta ined by sub t r ac t ing the net p r e m i u m from the gross 
p remium. 
Mandatory securities valuation reserve. A reserve computed according to a 
formula specified by law or regulat ions to provide for possible losses on 
securities. 
Maturity. T h e t ime when p a y m e n t under a life insurance or endowment 
policy becomes due. A life insurance policy m a t u r e s upon the dea th of the 
insured. An endowment policy m a t u r e s upon the dea th of the insured or 
a t the end of a specified period of t ime, whichever occurs f irst . 
Mean reserve. A policy reserve computed as of the middle of a policy year on 
the assumpt ion t h a t the full net annua l p r e m i u m for t h a t yea r has been 
paid. T h e mean reserve for a n y policy year is equal to the mean (or 
average) of the init ial reserve a t the beginning of t h a t year and the 
te rminal reserve a t the end of t h a t year . 
Mode. The f r equency of p r e m i u m p a y m e n t . The mode m a y be weekly, 
monthly , quar t e r ly , semiannual , or annua l . 
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Modified preliminary term reserve method. A method of comput ing a 
policy reserve under which a lesser portion of the f irst year ' s p r emium 
paid by the insured is added to the reserve t h a n of p r e m i u m s of subse-
quen t years. There a re various methods for a r r iv ing a t the difference. The 
Illinois S tanda rd Method and the Commissioners ' Reserve Valuat ion 
Method are both modified p re l iminary t e rm va lua t ion methods . 
Modified reserve method. Any of var ious reserve methods whereby a com-
p a n y establishes smaller reserves in the f i rs t policy year t han under the 
net level reserve method. 
Morbidity. The s ta te of being diseased, men ta l ly or physically, or being 
physical ly impaired. 
Morbidity table. A s ta t i s t ica l table showing the incidence, by age, of eligibil-
i ty for a given sickness or acc ident benef i t , based on the assumed 
morbid i ty which is being def ined by the table. I t is an i n s t rumen t for 
measur ing the probabil i t ies associated with the given benef i t and is one 
fac tor in comput ing p r e m i u m s and reserves for policies providing such 
benef i t . 
Mortality cost. The assumed mor ta l i ty cost (cost of insurance) for a n y year is 
the contr ibut ion necessary f rom each policy to meet the net dea th 
benef i t s an t i c ipa ted dur ing t h a t year . I t m a y be calcula ted by mult iply-
ing the net amoun t a t risk a t the beginning of the policy year by the 
dea th ra te (shown in the mor ta l i ty table employed in the computa t ions ) 
a t the age a t t a ined by the insured a t the beginning of the policy year . 
Mortality ratio. The ra t io of ac tua l dea th benef i t s of the period to expected 
dea th benefi ts . 
Mortality table. A s ta t i s t ica l table showing the propor t ion of persons 
expected to die a t each age, based on the assumed mor ta l i ty which is 
being defined by the table, usual ly s ta ted as so m a n y dea ths per thou-
sand. I t is the i n s t rumen t for measur ing probabil i t ies of life and dea th . I t 
is used as one fac tor in de te rmin ing the a m o u n t of p r e m i u m required a t 
each age a t issue of a policy. 
Mortgage servicing agent. An agen t servicing mor tgage loans for the mort-
gagee a t a prescribed ra te under a con t rac tua l agreement . 
Mutual life insurance companies. Companies which opera te for the benef i t 
of their policyholders and their beneficiar ies and have no stockholders. 
Ea rn ings are d is t r ibuted to holders of pa r t i c ipa t ing policies. Some m u t u a l 
life insurance companies issue non-par t i c ipa t ing policies. 
Net amount at risk. The face a m o u n t of the policy less the t e rmina l reserve 
for the policy year . 
Net level reserve. A policy reserve computed by a method under which the 
increase in reserve on account of the first policy year is not reduced to 
accommodate acquisi t ion expenses. For comparison, see P re l imina ry t e rm 
reserve. 
Net premium (valuation premium). As used in regula tory pract ices , t h a t 
portion of the p remium used in de te rmin ing the va lua t ion reserve and 
computed on the basis of prescribed mor ta l i ty and interes t rates. As used 
under generally accepted account ing principles, the portion of the gross 
p r e m i u m required to provide for all benef i t s and expenses. 
Noncancellable policy. A heal th insurance policy which the insured has the 
r ight to cont inue in force by the t imely p a y m e n t of p r e m i u m s for a period 
which coincides approx imate ly with the average working l i fet ime (for 
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federal income tax purposes a t least unt i l age 60) dur ing which period the 
insurer has no r ight to m a k e uni la tera l ly any change in any provision of 
the policy while the policy is in force. Also see G u a r a n t e e d renewable 
policy. 
Nonforfeiture value. T h e value, if any , e i ther in cash or in another form of 
insurance, avai lable upon fai lure to cont inue the required p remium 
paymen t s . The other forms of insurance avai lable a re extended te rm 
insurance and reduced pa id-up insurance. 
Non-ledger assets. See Assets, non-ledger. 
Non-ledger liabilities. See Liabili t ies, non-ledger. 
Nonparticipating insurance. I n su rance on which no dividends a re payable . 
Usual ly issued by a stock life insurance c o m p a n y (as dis t inguished f rom a 
m u t u a l company) a t p r e m i u m ra tes which are lower than those charged 
where d iv idends are payable . 
Nonparticipating policy. A policy which is not ent i t led to dividends. 
Ordinary life insurance. Li fe insurance usually issued in a m o u n t s of $1,000 
or more with p r emiums payable on an annua l , semiannual , quar te r ly , or 
month ly basis, as dis t inguished f rom indust r ia l insurance. The t e rm is 
also used to mean a plan of insurance for the whole of life with p r emiums 
payable for life. 
Paid-up insurance. Insurance , including nonforfe i ture pa id-up insurance and 
pa id-up addi t ions purchased by dividends, on which all p r emiums have 
been paid and which is payab le a t the dea th of the insured or a t the 
m a t u r i t y da te . I t m a y be pa r t i c ipa t ing (shar ing in dividend dis t r ibut ion) . 
Participating insurance. Insurance in which the policyholder is ent i t led to 
share in the company ' s earnings through dividends which reflect the 
dif ference between the p r e m i u m charged and the ac tua l experience. 
Participating policy. A policy which is ent i t led to share in the dividend 
dis t r ibut ion. 
Policy. The pr in ted document issued to the insured by the company s ta t ing 
the t e rms of the insurance cont rac t . 
Policy anniversary date. The year ly recurrence of the "policy d a t e . " T h e 
policy d a t e is a da t e specified in the policy as the da te f rom which 
p r e m i u m - p a y m e n t da tes are calculated and the da t e f rom which "policy 
yea r s " for nonforfe i ture option purposes are measured . The " d a t e of 
issue" is the da t e of execution and is the da te f rom which incontestable 
and suicide clause t ime limits are measured . T h e policy da t e f r equen t ly 
differs f rom the da te of issue as for example, where the policy is da ted 
back to the same age. 
Policy loan. A loan made by a life insurance c o m p a n y to a policyholder on the 
secur i ty of the cash sur render value of his policy. 
Policy or membership fee. Unde r the month ly p r e m i u m plans for some 
accident and heal th insurance, the init ial considerat ion is larger t h a n the 
subsequent month ly p remiums . The ext ra init ial considerat ion is ordina-
rily t e rmed a "policy fee" bu t is somet imes des ignated a " m e m b e r s h i p 
fee ." I t is common prac t ice to pe rmi t the agent to re ta in the ent i re 
amoun t of this fee as compensat ion for securing the business. Th is t e rm is 
also used somet imes in connection with life insurance to des ignate a 
port ion of the gross p r e m i u m which is the same, whe ther the policy is for 
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a large amoun t or a small amoun t , so t h a t the tota l p r e m i u m per 
thousand is less in large policies t han in small policies. 
Policy reserve. The policy reserve m a y be regarded as the excess of the 
present value of the fu tu re benef i t s provided in the cont rac t over the 
present value of the f u t u r e net p r emiums payab le under the policy. The 
policy reserve m a y also be regarded as the excess of the accumula t ed 
value of the net p r emiums a l ready collected over the accumula t ed value 
of the benef i ts a l ready paid. 
Policy reserve strengthening. The vo lun ta ry t rans fe r of a m o u n t s f rom 
surplus to policy reserves in order to provide for f u t u r e policy benef i t s on 
more conservat ive assumpt ions . Such a t r ans fe r m a y be due to the 
employment of a lower in teres t assumpt ion or of a d i f fe ren t experience 
table with the assumpt ion of the same or a lower ra te of interest in the 
va lua t ion of the respective benef i t con t rac t s t han was employed in the 
respect ive va lua t ion a t the previous year end. 
Preferred risk. An insured on whom the c o m p a n y expects to experience a 
be t t e r - than-average mor ta l i ty . 
Preliminary term reserve. A policy reserve in which a lesser port ion of the 
f irst year ' s p r e m i u m paid by the insured is added to the reserve t h a n of 
p r emiums of subsequent years . The re are var ious methods for ar r iv ing a t 
the difference. 
Reduced paid-up insurance. A form of insurance avai lable as a nonforfe i ture 
option. I t provides for cont inuat ion of the original insurance plan, bu t for 
a reduced face a m o u n t with no f u r t h e r p a y m e n t of p remiums . 
Reinstatement. A restorat ion of a lapsed policy to an ac t ive s ta tus . All 
policies contain a provision s t a t ing the condit ions under which re insta te-
men t will be allowed. 
Reinsurance. A process by which the reinsurer ( the f i rs t p a r t y ) in considera-
tion of a p r emium agrees to indemni fy the reinsured ( the second p a r t y ) 
agains t a risk insured by the reinsured under a policy in favor of the 
insured (a third pa r ty ) . The reinsured m a y be referred to as the original 
or p r i m a r y insurer or the ceding company . 
Reinsurance assumed premiums. All p r e m i u m s (less r e tu rn p remiums) 
ar is ing f rom assuming the l iabil i ty, in whole or in p a r t , of another 
insurance company which is a l ready covering the risk wi th a policy. 
Reinsurance ceded premiums. All p r e m i u m s ar is ing f rom policies or cover-
age purchased f rom another insurance c o m p a n y for the purpose of t rans-
fer r ing the l iabil i ty, in whole or in p a r t , a s sumed f rom direct or 
re insurance assumed policies. 
Renewable term insurance. T e r m insurance providing the r ight to renew a t 
the end of the t e rm for another t e rm or t e rms wi thout providing evidence 
of insurabi l i ty . The p r e m i u m ra tes increase a t each renewal. 
Renewal premium. Any p r e m i u m payab le for an insurance policy a f t e r the 
f irst year . 
Reserve basis. The pa r t i cu la r set of assumpt ions as to in teres t and mor ta l i ty 
or morbid i ty on which reserves are calculated. 
Retention. The amoun t of insurance risk which a c o m p a n y carr ies for its own 
account . Any insurance issued in excess of the re tent ion is reinsured. In 
group insurance this t e rm is also used to def ine the percen tage of 
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p r e m i u m collected which the company will re ta in for expense and contin-
gencies. 
Retention limit. The m a x i m u m a m o u n t of insurance which a company will 
assume on one life a t its own risk. 
Separate accounts. Separa te accounts cons t i tu te a sepa ra te operat ion under 
which the assets f u n d the liabilities to var iable a n n u i t y contractholders , 
pension funds , and others. 
Service fee. A fee paid to servicing agen ts (usual ly about one-half of one 
percent per a n n u m ) for collecting mor tgage loan paymen t s , r emi t t ing 
them, inspect ing the securi ty , and checking on tax and insurance m a t t e r s 
a f fec t ing the proper ty . Service fee is also of ten used to indica te non-
vested renewal commissions paid to the servicing life insurance agent 
a f t e r the expirat ion of normal renewal commissions on a policy. 
Settlement option. A choice of an a l t e rna t ive method of p a y m e n t of the 
proceeds of an insurance or a n n u i t y policy, by the insured or his benefici-
ary , in lieu of the basic method of p a y m e n t provided in the policy. 
Usual ly a se t t l ement option envisages a n n u i t y or ins ta l lment p a y m e n t s 
even if the basic method of p a y m e n t provides for a lump-sum se t t l ement . 
Single premium. A lump-sum considerat ion received by an insurance com-
pany in accordance with an insurance or a n n u i t y cont rac t . 
Statutory. Re la t ing to the laws of the federal or s t a t e government . Also 
loosely used to include governmenta l regulat ions. 
Statutory reserve. A policy reserve equal to, or grea ter t han , the m i n i m u m 
computed under the method prescribed by s t a te regulat ion, which method 
specifies the mor ta l i ty or morb id i ty table to be used, the r a t e of in teres t 
to be assumed, and the formula to be appl ied. 
Stock life insurance companies. Companies which opera te for the purpose of 
obta in ing prof i t for their stockholders. In general , stock life insurance 
companies issue nonpar t i c ipa t ing policies, bu t some also issue pa r t i c ipa t -
ing policies. 
Substandard insurance. Insurance issued on lives involving ext ra haza rds 
due to physical condition, occupat ion, habits , or f ami ly history. An ext ra 
p r e m i u m is charged for the ext ra risk, thus mak ing the tota l p r e m i u m 
higher t h a n t h a t on s t a n d a r d insurance. 
Suicide clause. A provision in a life insurance policy t h a t the risk of dea th by 
suicide (sane or insane) is excluded dur ing the f i rs t one or two years a f t e r 
the da t e of issue. In event of suicide wi th in this period, there is a r e fund 
of p r emiums paid. 
Supplementary contract. A con t rac t issued by the c o m p a n y to a benef ic iary 
in exchange for the m a t u r e d policy when a life insurance policy is set t led 
under one of the se t t l ement options. 
Supplementary contract without life contingencies. A s u p p l e m e n t a r y con-
t r ac t providing for leaving a specified sum wi th the c o m p a n y a t in teres t 
a t a specified rate , subject to wi thdrawal under s t a t ed condit ions of all or 
a n y p a r t of the in teres t or of the original sum with interest or for 
p a y m e n t by the c o m p a n y of a specified n u m b e r of ins ta l lments of a 
specified amoun t . I n t e r e s t is t aken in to considerat ion in comput ing the 
a m o u n t of each ins ta l lment . No life contingencies are involved. 
Supplementary contract with life contingencies. A s u p p l e m e n t a r y con-
t rac t issued in the form of a life a n n u i t y cont rac t on one or more lives or a 
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combinat ion of an a n n u i t y cer ta in for a specified period and a deferred 
life a n n u i t y of any type . 
Surrender. To accept some form of nonforfe i ture option. Usual ly the policy is 
physical ly surrendered to the insurance c o m p a n y ei ther for cash or in 
exchange for an extended or pa id-up policy. 
Tabular cost. As used in the Annual S t a t emen t , the aggregate expected 
mor ta l i ty and disabil i ty cost for life insurance policies. 
Tabular interest. Genera l ly known as the interes t required to m a i n t a i n the 
reserve. The a m o u n t of interest which it had been assumed would be 
earned dur ing the yea r on the policy and claim reserves and the va lua t ion 
p r emiums on all benef i t con t rac t s which were in force a t a n y t ime dur ing 
the year . 
Tabular net premium. As used in the Annual S t a t e m e n t this t e rm refers to 
the p remium which is used in de te rmin ing the policy reserve. I t is 
f r equen t ly referred to as the net p r e m i u m or the va lua t ion (or ac tua r i a l ) 
p r emium. 
Terminal policy reserve. The policy reserve a t the end of the policy year . I t 
is equal to the a m o u n t of the reserve a t the beginning of the policy year 
( the initial reserve) plus interest on the reserve for one year and less the 
cost of insurance for the respect ive policy year . 
Term insurance. I n su rance providing for a dea th benef i t only if the insured 
dies within the period of t ime specified in the cont rac t . Coverage is for 
level or reducing a m o u n t s for s t a t ed periods such as 1, 5, 10 years or to a 
s ta ted age. I t provides life insurance protect ion for a t e m p o r a r y period of 
t ime and, therefore, is the least expensive. The re are general ly no loan or 
cash values. A t e rm policy m a y be convert ible, t h a t is, it m a y g ran t the 
privilege of exchange wi thout medical examina t ion , for p e r m a n e n t insur-
ance on the whole life or endowment plan. I t m a y also be renewable a t the 
option of the insured wi thout furn ish ing evidence of insurabi l i ty (auto-
mat ica l ly renewable) . 
Total and permanent disability. Tota l disabi l i ty which is p resumed to be 
p e r m a n e n t in charac te r . F requen t ly total disabi l i ty is p resumed to be 
p e r m a n e n t (for the purpose of beginning benef i t s ) if it has persisted, and 
been total , for some specified period of t ime, such as three or six months . 
Uncollected premiums. P r e m i u m s payable , b u t not ye t paid, on policies still 
carr ied on the company ' s books as being in force. 
Underwriter. (1) An individual or c o m p a n y who insures risks, (2) an agen t 
who solicits insurance, or (3) an employee who de te rmines whether 
app l i can t s are sui table risks for insurance. 
Valuation premium. See N e t p r e m i u m . 
Variable annuity. An a n n u i t y which includes a provision for benef i t pay-
men t s to v a r y according to the inves tmen t experience of the sepa ra te 
account in which the a m o u n t s paid to provide for this a n n u i t y a re 
allocated. 
Waiver of premium. A waiver of p r e m i u m benef i t is also typical ly included 
in noncancellable or gua ran t eed renewable disabi l i ty income policies. In 
such policies it is not required t h a t disabi l i ty be p e r m a n e n t . 
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Confirmation of Insurance Policies in Force 
1. In F e b r u a r y 1975, the A I C P A Special Commi t t e e on E q u i t y Fund ing 
s ta ted . . except for cer ta in observat ions re la t ing to conf i rmat ion of insur-
ance in force and aud i t ing re la ted p a r t y t ransac t ions , general ly accepted 
audi t ing s t a n d a r d s are a d e q u a t e and . . . no changes are called for in the 
procedures commonly used by aud i to rs . " T h e A I C P A indus t ry aud i t guide, 
Audits of Stock Life Insurance Companies ( p a r a g r a p h 3.78), s ta tes: " I t m a y 
also be app rop r i a t e to select in-force policies for conf i rmat ion di rect ly with 
policyholders of p r e m i u m amount s , da t e to which p r e m i u m s are paid , policy 
loans, accumula t ed dividends, e tc ." The special commi t tee recommended 
" t h a t the I n s t i t u t e ' s aud i t ing s t a n d a r d s execut ive commi t t ee consider whe ther 
the Life Insurance Audi t Guide requires c lar i f icat ion with regard to the 
conf i rmat ion of policies wi th policyholders." 
2. The special commi t t ee f u r t h e r s t a t ed : 
Another audi t ing procedure , which heretofore has not been considered 
p a r t i c u l a r l y useful, is ver i f icat ion of the a u t h e n t i c i t y of a selected n u m b e r of 
policies included in the in-force i n v e n t o r y b y d i r e c t conf i rmat ion with the 
policyholders. Such a procedure has not general ly been considered necessary 
because it would be unusual for c o m p a n i e s to o v e r s t a t e liabilities. Inflat ion of 
the inventory of life insurance in force by a c o m p a n y t h a t follows s t a t u t o r y 
a c c o u n t i n g would result in an o v e r s t a t e m e n t of the liability for future 
policyholder benefits and a reduct ion in c u r r e n t earnings . H o w e v e r , when 
companies report on the basis of genera l ly a c c e p t e d a c c o u n t i n g principles 
( G A A P ) there could be m o t i v a t i o n for o v e r s t a t i n g insurance in force b e c a u s e 
it could result in an addit ion to c u r r e n t earnings . 
T h e r e could be a n addit ional m o t i v a t i o n for o v e r s t a t i n g insurance in force 
when re insurance of policies has the effect of m a t e r i a l l y increasing c u r r e n t 
earnings, which c a n occur when a c o m p a n y reports on the basis of ei ther 
G A A P or s t a t u t o r y a c c o u n t i n g . R e i n s u r a n c e of life i n s u r a n c e policies p e r m i t s 
the el imination of the re la ted liability for future policyholder benefits . U n d e r 
c e r t a i n c i r c u m s t a n c e s , re insurance m a y also result in increasing c u r r e n t 
earnings to the e x t e n t t h a t the proceeds received from re insurance exceed 
expenses incurred in connect ion with the sale and servicing of the reinsured 
policies. 
3. As s t a t ed above, the aud i t guide suggests conf i rmat ion of insurance 
policies in force direct ly wi th policyholders; however, the aud i t guide does not 
discuss c i rcumstances when conf i rmat ion would be a p p r o p r i a t e and , as a 
result , p rac t ice has var ied. The purpose of this s t a t e m e n t of position is to 
iden t i fy those c i rcumstances in which the independen t audi to r ordinar i ly 
should conf i rm insurance policies in force. This s t a t e m e n t of position is 
appl icable to both stock and m u t u a l life insurance companies . 
4. Sa t i s fac tory resul ts of the comparison of insurance policies in force 
with p r e m i u m collections along with other o rd inary aud i t ing procedures (see 
p a r a g r a p h s 3.70 through 3.90, 6.08 through 6.14, and 9.02 through 9.07 of the 
aud i t guide) will normal ly provide the audi to r with suff ic ient compe ten t 
evident ia l m a t t e r as to the va l id i ty of those policies included in the inventory 
of insurance policies in force. However , the audi to r ordinar i ly should conf i rm 
insurance policies in force wi th policyholders in the following c i rcumstances : 
a. Proper m a i n t e n a n c e of the inven tory of insurance in force m a y 
be mate r ia l ly def ic ient due to an absence of segregation of 
dut ies or other controls. 
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b. Trend analyses or ratios that measure insurance in force indi-
cate erratic or unusual results that have not been satisfactorily 
explained. 
c. Additions to insurance in force cannot be related to the collec-
tion of premiums. 
d. Significant amounts of insurance in force result from related 
party transactions, and the related party's financial statements 
are not audited by the auditor. 
e. The company markets insurance products, such as those with 
immediate cash value features or with unusual commissions 
arrangements, that could motivate the agent to submit ficti-
tious policies. 
f. Ceded reinsurance activities can materially increase earnings or 
investable funds. 
Effective Date 
5. This statement of position provides for practices that may differ in 
certain respects from present acceptable practices. Accordingly, this state-
ment of position will be effective for audits made in accordance with generally 
accepted auditing standards for periods ending on or after December 31, 1978. 
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Paragraph Cross-Reference Table for 
Statement of Financial Accounting 
Standards No. 60, Accounting and 
Reporting by Insurance Enterprises 
FASB Statement No. 60, Accounting and Reporting by Insurance Enter-
prises, extracts the specialized accounting principles and practices described 
in the AICPA Industry Audit Guide, Audits of Stock Life Insurance Compa-
nies, Statement of Position 79-3, Accounting for Investments of Stock Life 
Insurance Companies, and other AICPA guides and statements of position 
relating to insurance enterprises. Although the statement extracts existing 
specialized principles and practices of insurance enterprises, it has not carried 
forward most of the background material and discussion of alternatives from 
the guide. 
For the convenience of readers, the following table provides cross-refer-
ences between paragraphs of the FASB statement and the related discussions 
in the guide. Readers should be aware that statements of the FASB are 
enforceable under rule 203 of the AICPA Code of Professional Conduct. 
AICPA Industry 
Audit Guide, 
FASB Statement No. 60, Accounting and Audits of Stock Life 
Reporting by Insurance Enterprises Insurance Companies 
Paragraph Paragraph 
4 Introduction 8.12-8.15 
6 Applicability and Scope Preface 
7-8 General Principles 8.01-8.27,8.73-8.83 
13-14 Premium Revenue Recognition 
Short-duration contracts 8.15-8.19, 8.21-8.24, 8.64-8.87 
15 Long-duration contracts 8.01-8.24 
17 Claim Cost Recognition 6.20-.24, 8.64-8.65, 8.73-8.82 
20 Claim Adjustment Expenses 8.27-8.41 
21 Liability for Future Policy 6.01-.08, 6.15-6.19, 
Benefits 8.15-8.16,8.21-8.37 
22 Investment Yields 8.41-8.45,8.83 
23 Mortality 8.46-8.47 
24 Morbidity 8.81 
25 Terminations 8.48-8.52, 8.82 
26 Expenses 8.24-8.45 
27 Costs Other Than Those 
Relating to Claims and Policy 
Benefits 8.38-8.45 
28-31 Acquisition Costs 8.27-8.37, 8.64-8.65, 8.74-8.81 
32, 35-37 Premium Deficiencies 8.64-8.65, 8.89-8.93 
38-40†† Reinsurance 3.27-3.32,8.108-8.111 
†† FASB Statement No. 113, Accounting and Reporting for Reinsurance of Short-Duration 
and Long-Duration Contracts, supersedes paragraphs 38 through 40 and 60(f) of FASB Statement 
No. 60. The provisions of paragraphs 39 and 40 of Statement No. 60 are incorporated in 
paragraph 18 of Statement No. 113. 
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A I C P A I n d u s t r y 
Audi t Guide, 
FASB S t a t e m e n t No. 60, Accounting and A udits of Stock Life 
Reporting by Insurance Enterprises Insurance Companies 
Paragraph Paragraph 
41-43 Policyholder Dividends 8.53-8.62 
44 Retrospect ive and Cont ingent 
Commission Ar rangemen t s 8.84 
45-52 * Inves tmen t s See note ** 
53-54 Separa te Accounts 5.12-5.14 
55-591 Income Taxes of Life 8.94-8.95, A P P C 
Insurance Ente rpr i ses 
Disclosures 
60b Es t ima t ion of l iabi l i ty for 
f u t u r e policy benef i t s 10.05-10.06 
60c Acquisit ion costs 10.03-10.04 
60f†† Reinsurance t ransac t ions 10.18 
60g Pa r t i c ipa t ing insurance 10.07-10.08 
60h Stockholders ' equ i ty and 
s t a tu to ry cap i ta l and surplus 8.113-8.114, 10.09-10.16 
60i-j† Income taxes 10.17 
* Paragraph 4 9 of FASB Statement No. 6 0 has been superseded by FASB Statement No. 91, 
Accounting for Nonrefundable Fees and Costs Associated with Originating or Acquiring Loans 
and Indirect Costs of Leases. 
** The accounting principles and practices in the FASB statement regarding investments are 
extracted from Statement of Position 79-3, Accounting for Investments of Stock Life Insurance 
Companies. That statement of position superseded the section on "Valuation of Investments and 
Recognition of Realized and Unrealized Gains (Losses) Thereon," in paragraphs 8 .96-8 .100 of this 
guide. 
† Paragraphs 55 through 58, 60(i), and 60(j) have been superseded by FASB Statement No. 
96, Accounting for Income Taxes. 
†† FASB Statement No. 113, Accounting and Reporting for Reinsurance of Short-Duration 
and Long-Duration Contracts, supersedes paragraphs 38 through 4 0 and 60(f) of FASB Statement 
No. 60. The provisions of paragraphs 3 9 and 4 0 of Statement No. 6 0 are incorporated in 
paragraph 18 of Statement No. 113. 
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Statement of Financial Accounting Standards No. 60 
Accounting and Reporting by Insurance Enterprises 
June 1 9 8 2 
INTRODUCTION 
1. The primary purpose of insurance is to provide economic protection from 
identified risks occurring or discovered within a specified period. Some types 
of risks insured include death, disability, property damage, injury to others, 
and business interruption. Insurance transactions may be characterized gener-
ally by the following: 
a. The purchaser of an insurance contract makes an initial payment or 
deposit to the insurance enterprise in advance of the possible occur-
rence or discovery of an insured event. 
b. When the insurance contract is made, the insurance enterprise 
ordinarily does not know if, how much, or when amounts will be paid 
under the contract. 
2. Two methods of premium revenue and contract liability recognition for 
insurance contracts have developed, which are referred to as short-duration 
and long-duration contract accounting in this Statement. Generally, the two 
methods reflect the nature of the insurance enterprise's obligations and policy-
holder rights under the provisions of the contract. 
3. Premiums from short-duration insurance contracts, such as most property 
and liability insurance contracts, are intended to cover expected claim1 costs 
resulting from insured events that occur during a fixed period of short 
duration. The insurance enterprise ordinarily has the ability to cancel the 
contract or to revise the premium at the beginning of each contract period to 
cover future insured events. Therefore, premiums from short-duration con-
tracts ordinarily are earned and recognized as revenue evenly as insurance 
protection is provided. 
4. Premiums from long-duration insurance contracts, including many life 
insurance contracts, generally are level even though the expected policy 
benefits and services do not occur evenly over the periods of the contracts. 
Functions and services provided by the insurer include insurance protection, 
sales, premium collection, claim payment, investment, and other services. 
Because no single function or service is predominant over the periods of most 
types of long-duration contracts, premiums are recognized as revenue over the 
premium-paying periods of the contracts when due from policyholders. Pre-
mium revenue from long-duration contracts generally exceeds expected policy 
benefits in the early years of the contracts and it is necessary to accrue, as 
premium revenue is recognized, a liability for costs that are expected to be 
paid in the later years of the contracts. Accordingly, a liability for expected 
costs relating to most types of long-duration contracts is accrued over the 
current and expected renewal periods of the contracts. 
5. Title insurance contracts provide protection for an extended period and 
therefore are considered long-duration contracts. Premiums from title insur-
ance contracts ordinarily are recognized as revenue on the effective date of the 
contract because most of the services associated with the contract have been 
rendered by that time. Estimated claim costs are recognized when premium 
revenue is recognized because the insurance provides protection against claims 
1 Terms defined in the glossary (Appendix A) are in boldface type the first time they appear 
in this Statement. 
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caused by problems with t i t le to real es ta te aris ing out of ascer ta inable insured 
events t h a t general ly exist a t t h a t t ime. 
APPLICABILITY AND SCOPE 
6. This S t a t e m e n t establishes account ing and repor t ing s t anda rds for the 
general-purpose f inancial s t a t e m e n t s of stock life insurance enterprises, 
property and liability insurance enterprises,2 and title insurance enter-
prises. Excep t for the sections on p r e m i u m revenue and claim cost recognition 
and acquisition costs ( p a r a g r a p h s 9-11, 13-18, and 20-31), this S t a t e m e n t 
appl ies to mortgage guaranty insurance enterprises. I t does not app ly to 
m u t u a l life insurance enterpr ises , assessment enterprises, or fraternal bene-
fit societies. [See FASB S t a t e m e n t No. 97, Accounting and Reporting by 
Insurance Enterprises for Certain Long-Duration Contracts and for Realized 
Gains and Losses from the Sale of Investments, for a m e n d m e n t s to this 
pa rag raph . ] 
STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING 
General Principles 
7. Insu rance contrac ts , for purposes of this S t a t emen t , shall be classified as 
shor t -durat ion or long-durat ion cont rac t s depending on whe the r the cont rac t s 
are expected to remain in force3 for an extended period. The factors t h a t shall 
be considered in de te rmin ing whether a pa r t i cu la r con t rac t can be expected to 
remain in force for an extended period are: 
a. Short-duration contract. The con t rac t provides insurance protect ion 
for a fixed period of short dura t ion and enables the insurer to cancel 
the con t rac t or to ad jus t the provisions of the con t rac t a t the end of 
any con t rac t period, such as ad jus t ing the a m o u n t of p r e m i u m s 
charged or coverage provided. 
b. Long-duration contract. The con t rac t general ly is not subject to 
uni la tera l changes in its provisions, such as a noncancelable or 
gua ran t eed renewable cont rac t , and requires the pe r fo rmance of 
var ious func t ions and services ( including insurance protect ion) for 
an extended period. 
8. Examples of shor t -dura t ion cont rac t s include most p rope r ty and l iabil i ty 
insurance con t rac t s and cer ta in term life insurance cont rac ts , such as credit 
life insurance. Examples of long-durat ion cont rac t s include whole-life con-
tracts, gua ran teed renewable t e rm life contrac ts , endowment contracts, 
annuity contracts, and t i t le insurance cont rac ts . Accident and hea l th insur-
ance cont rac t s m a y be shor t -dura t ion or long-durat ion depending on whether 
the cont rac ts are expected to remain in force for an extended period. For 
example, individual a n d group insurance con t rac t s t h a t are noncancelable or 
gua ran teed renewable ( renewable a t the option of the insured), or collectively 
renewable ( individual con t rac t s wi th in a group are not cancelable), ordinar i ly 
are long-duration contrac ts . 
9. P r e m i u m s f rom shor t -dura t ion insurance con t rac t s ordinar i ly shall be recog-
nized as revenue over the period of the con t rac t in proport ion to the a m o u n t of 
insurance protect ion provided. A liability for unpaid claims ( including 
es t imates of costs for claims re la t ing to insured events t h a t have occurred bu t 
2 Property and liability insurance enterprises, for purposes of this Statement, include stock 
enterprises, mutual enterprises, and reciprocal or interinsurance exchanges . 
3 In force refers to the period of coverage, that is, the period during which the occurrence of 
insured events can result in liabilities of the insurance enterprise. 
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have not been reported to the insurer) and a liability for claim adjustment 
expenses shall be accrued when insured events occur. 
10. P r e m i u m s f rom long-durat ion cont rac t s shall be recognized as revenue 
when due f rom policyholders. A l iabil i ty for expected costs re la t ing to most 
types of long-durat ion con t rac t s shall be accrued over the cur ren t and 
expected renewal periods of the contracts . The present va lue of e s t ima ted 
f u t u r e policy benef i t s to be pa id to or on behalf of policyholders less the 
present va lue of e s t ima ted f u t u r e net premiums to be collected from policy-
holders (liability for future policy benefits) shall be accrued when p r e m i u m 
revenue is recognized. Those e s t ima tes shall be based on assumpt ions , such as 
es t imates of expected inves tmen t yields, mortality, morbidity, termina-
tions, and expenses, appl icable a t the t ime the insurance cont rac t s are made . 
In addi t ion, liabilities for unpa id cla ims and claim a d j u s t m e n t expenses shall 
be accrued when insured events occur. 
11. Costs t h a t va ry with and are pr imar i ly re la ted to the acquisi t ion of 
insurance cont rac ts (acquisi t ion costs) shall be capi ta l ized and charged to 
expense in proport ion to p r e m i u m revenue recognized. Other costs incurred 
dur ing the period, such as those re la t ing to inves tments , general admin is t ra -
tion, and policy maintenance, shall be charged to expense as incurred. 
12. Account ing for inves tments by insurance enterpr ises presumes t h a t (a) 
insurance enterpr ises have both the abi l i ty and the in ten t to hold long-term 
inves tments , such as bonds, mor tgage loans, and redeemable prefer red stocks, 
to m a t u r i t y and (b) there is no decline in the m a r k e t value of the inves tments 
other t h a n a t e m p o r a r y decline. Accordingly, bonds, mor tgage loans, and 
redeemable prefer red stocks shall be reported a t amor t ized cost. Common and 
nonredeemable prefer red stocks shall be repor ted a t marke t , and real es ta te 
shall be repor ted a t deprec ia ted cost. 
Premium Revenue Recognition 
Short-Duration Contracts 
13. P r e m i u m s f rom shor t -dura t ion cont rac t s ordinar i ly shall be recognized as 
revenue over the period of the cont rac t in proport ion to the a m o u n t of 
insurance protect ion provided. For those few types of con t rac t s for which the 
period of risk differs s ignif icant ly f rom the cont rac t period, p r e m i u m s shall be 
recognized as revenue over the period of risk in proport ion to the a m o u n t of 
insurance protect ion provided. T h a t generally resul ts in p r e m i u m s being 
recognized as revenue evenly over the cont rac t period (or the period of risk, if 
d i f ferent ) , except for those few cases in which the a m o u n t of insurance 
protect ion declines according to a p rede te rmined schedule. 
14. If p remiums are subject to a d j u s t m e n t (for example , re t rospect ively ra ted 
or other experience-rated insurance cont rac t s for which the p r e m i u m is deter-
mined a f t e r the period of the cont rac t based on claim experience or report ing-
form con t rac t s for which the p r e m i u m is ad jus ted a f te r the period of the 
cont rac t based on the value of insured proper ty) , p r e m i u m revenue shall be 
recognized as follows: 
a. If , as is usual ly the case, the u l t ima te p r e m i u m is reasonably 
est imable, the es t ima ted u l t ima te p r e m i u m shall be recognized as 
revenue over the period of the cont rac t . The es t imated u l t ima te 
p r emium shall be revised to reflect cu r ren t experience. 
b. If the u l t ima te p r e m i u m cannot be reasonably es t imated , the cost 
recovery method or the deposit method m a y be used unt i l the 
u l t ima te p remium becomes reasonably es t imable . 
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Long-Duration Contracts 
15. Premiums from long-duration contracts, such as whole-life contracts 
(including limited-payment and single-premium life contracts), guaranteed 
renewable term life contracts, endowment contracts, annuity contracts, and 
title insurance contracts, shall be recognized as revenue when due from 
policyholders. [This paragraph is superseded by FASB Statement No. 97.] 
16. Premiums from title insurance contracts shall be considered due from 
policyholders and, accordingly, recognized as revenue on the effective date of 
the insurance contract. However, the binder date (the date a commitment to 
issue a policy is given) is appropriate if the insurance enterprise is legally or 
contractually entitled to the premium on the binder date. If reasonably 
estimable, premium revenue and costs relating to title insurance contracts 
issued by agents shall be recognized when the agents are legally or contractu-
ally entitled to the premiums, using estimates based on past experience and 
other sources. If not reasonably estimable, premium revenue and costs shall be 
recognized when agents report the issuance of title insurance contracts. 
Claim Cost Recognition 
17. A liability for unpaid claim costs relating to insurance contracts other than 
title insurance contracts, including estimates of costs relating to incurred but 
not reported claims, shall be accrued when insured events occur. A liability 
for estimated claim costs relating to title insurance contracts, including 
estimates of costs relating to incurred but not reported claims, shall be accrued 
when title insurance premiums are recognized as revenue (paragraphs 15 and 
16). 
18. The liability for unpaid claims shall be based on the estimated ultimate 
cost of settling the claims (including the effects of inflation and other societal 
and economic factors), using past experience adjusted for current trends, and 
any other factors that would modify past experience.4 Changes in estimates of 
claim costs resulting from the continuous review process and differences 
between estimates and payments for claims shall be recognized in income of 
the period in which the estimates are changed or payments are made. Esti-
mated recoveries on unsettled claims, such as salvage, subrogation, or a 
potential ownership interest in real estate, shall be evaluated in terms of their 
estimated realizable value and deducted from the liability for unpaid claims. 
Estimated recoveries on settled claims other than mortgage guaranty and title 
insurance claims also shall be deducted from the liability for unpaid claims. 
19. Real estate acquired in settling mortgage guaranty and title insurance 
claims shall be reported at fair value, that is, the amount that reasonably 
could be expected to be received in a current sale between a willing buyer and 
a willing seller. If no market price is available, the expected cash flows 
(anticipated sales price less maintenance and selling costs of the real estate) 
may aid in estimating fair value provided the cash flows are discounted at a 
rate commensurate with the risk involved. Real estate acquired in settling 
claims shall be separately reported in the balance sheet and shall not be 
classified as an investment. Subsequent reductions in the reported amount and 
realized gains and losses on the sale of real estate acquired in settling claims 
shall be recognized as an adjustment to claim costs incurred. 
20. A liability for all costs expected to be incurred in connection with the 
settlement of unpaid claims (claim adjustment expenses) shall be accrued 
4 Certain disclosures are required if the time value of money is considered in estimating 
liabilities for unpaid claims and claim adjustment expenses relating to short-duration contracts 
(paragraph 60(d)). 
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when the related liability for unpaid claims is accrued. Claim adjustment 
expenses include costs associated directly with specific claims paid or in the 
process of settlement, such as legal and adjusters' fees. Claim adjustment 
expenses also include other costs that cannot be associated with specific claims 
but are related to claims paid or in the process of settlement, such as internal 
costs of the claims function.5 
Liability for Future Policy Benefits 
21. A liability for future policy benefits relating to long-duration contracts 
other than title insurance contracts (paragraph 17) shall be accrued when 
premium revenue is recognized. The liability, which represents the present 
value of future benefits to be paid to or on behalf of policyholders and related 
expenses less the present value of future net premiums (portion of gross 
premium required to provide for all benefits and expenses), shall be estimated 
using methods that include assumptions, such as estimates of expected invest-
ment yields, mortality, morbidity, terminations, and expenses, applicable at 
the time the insurance contracts are made. The liability also shall consider 
other assumptions relating to guaranteed contract benefits, such as coupons, 
annual endowments, and conversion privileges. The assumptions shall include 
provision for the risk of adverse deviation. Original assumptions shall 
continue to be used in subsequent accounting periods to determine changes in 
the liability for future policy benefits (often referred to as the "lock-in 
concept") unless a premium deficiency exists (paragraphs 35-37). Changes in 
the liability for future policy benefits that result from its periodic estimation 
for financial reporting purposes shall be recognized in income in the period in 
which the changes occur. 
Investment Yields 
22. Interest assumptions used in estimating the liability for future policy 
benefits shall be based on estimates of investment yields (net of related 
investment expenses) expected at the time insurance contracts are made. The 
interest assumption for each block of new insurance contracts (a group of 
insurance contracts that may be limited to contracts issued under the same 
plan in a particular year) shall be consistent with circumstances, such as 
actual yields, trends in yields, portfolio mix and maturities, and the enter-
prise's general investment experience. 
Mortality 
23. Mortality assumptions used in estimating the liability for future policy 
benefits shall be based on estimates of expected mortality. 
Morbidity 
24. Morbidity assumptions used in estimating the liability for future policy 
benefits shall be based on estimates of expected incidences of disability and 
claim costs. Expected incidences of disability and claim costs for various types 
of insurance (for example, noncancelable and guaranteed renewable accident 
and health insurance contracts) and other factors, such as occupational class, 
waiting period, sex, age, and benefit period, shall be considered in making 
morbidity assumptions. The risk of antiselection (the tendency for lower 
terminations of poor risks) also shall be considered in making morbidity 
assumptions. 
5 Title insurance internal claim adjustment expenses, which generally consist of fixed costs 
associated with a permanent staff handling a variety of functions including claim adjustment, 
ordinarily are expensed as period costs because the costs are insignificant. 
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Terminations 
25. Termination assumptions used in estimating the liability for future policy 
benefits shall be based on anticipated terminations and nonforfeiture bene-
fits, using anticipated termination rates and contractual nonforfeiture bene-
fits. Termination rates may vary by plan of insurance, age at issue, year of 
issue, frequency of premium payment, and other factors. If composite rates 
are used, the rates shall be representative of the enterprise's actual mix of 
business. Termination assumptions shall be made for long-duration insurance 
contracts without termination benefits because of the effects of terminations 
on anticipated premiums and claim costs. 
Expenses 
26. Expense assumptions used in estimating the liability for future policy 
benefits shall be based on estimates of expected nonlevel costs, such as 
termination or settlement costs, and costs after the premium-paying period. 
Renewal expense assumptions shall consider the possible effect of inflation on 
those expenses. 
Costs Other Than Those Relating to Claims and Policy Benefits 
27. Costs incurred during the period, such as those relating to investments, 
general administration, and policy maintenance, that do not vary with and are 
not primarily related to the acquisition of new and renewal insurance con-
tracts shall be charged to expense as incurred. 
Acquisition Costs 
28. Acquisition costs are those costs that vary with and are primarily related 
to the acquisition of new and renewal insurance contracts. Commissions and 
other costs (for example, salaries of certain employees involved in the under-
writing and policy issue functions, and medical and inspection fees) that are 
primarily related to insurance contracts issued or renewed during the period in 
which the costs are incurred shall be considered acquisition costs. 
29. Acquisition costs shall be capitalized and charged to expense in proportion 
to premium revenue recognized. To associate acquisition costs with related 
premium revenue, acquisition costs shall be allocated by groupings of insur-
ance contracts consistent with the enterprise's manner of acquiring, servicing, 
and measuring the profitability of its insurance contracts. Unamortized acqui-
sition costs shall be classified as an asset. 
30. If acquisition costs for short-duration contracts are determined based on a 
percentage relationship of costs incurred to premiums from contracts issued or 
renewed for a specified period, the percentage relationship and the period 
used, once determined, shall be applied to applicable unearned premiums 
throughout the period of the contracts. 
31. Actual acquisition costs for long-duration contracts shall be used in 
determining acquisition costs to be capitalized as long as gross premiums are 
sufficient to cover actual costs. However, estimated acquisition costs may be 
used if the difference is not significant. Capitalized acquisition costs shall be 
charged to expense using methods that include the same assumptions used in 
estimating the liability for future policy benefits. 
Premium Deficiency 
32. A probable loss on insurance contracts exists if there is a premium 
deficiency relating to short-duration or long-duration contracts. Insurance 
contracts shall be grouped consistent with the enterprise's manner of acquir-
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ing, servicing, and measuring the profitability of its insurance contracts to 
determine if a premium deficiency exists. 
Short-Duration Contracts 
33. A premium deficiency shall be recognized if the sum of expected claim 
costs and claim adjustment expenses, expected dividends to policyholders, 
unamortized acquisition costs, and maintenance costs exceeds related 
unearned premiums.6 
34. A premium deficiency shall first be recognized by charging any unamor-
tized acquisition costs to expense to the extent required to eliminate the 
deficiency. If the premium deficiency is greater than unamortized acquisition 
costs, a liability shall be accrued for the excess deficiency. 
Long-Duration Contracts 
35. Original policy benefit assumptions for long-duration contracts ordinarily 
continue to be used during the periods in which the liability for future policy 
benefits is accrued (paragraph 21). However, actual experience with respect to 
investment yields, mortality, morbidity, terminations, or expenses may indi-
cate that existing contract liabilities, together with the present value of future 
gross premiums, will not be sufficient (a) to cover the present value of future 
benefits to be paid to or on behalf of policyholders and settlement and 
maintenance costs relating to a block of long-duration contracts and (b) to 
recover unamortized acquisition costs. In those circumstances, a premium 
deficiency shall be determined as follows: 
Present value of future payments for benefits and related 
settlement and maintenance costs, determined using revised 
assumptions based on actual and anticipated experience $ X X 
Less the present value of future gross premiums, determined 
using revised assumptions based on actual and anticipated 
experience X X 
Liability for future policy benefits using revised assumptions X X 
Less the liability for future policy benefits at the valuation date, 
reduced by unamortized acquisition costs X X 
Premium deficiency $ X X 
36. A premium deficiency shall be recognized by a charge to income and (a) a 
reduction of unamortized acquisition costs or (b) an increase in the liability for 
future policy benefits. If a premium deficiency does occur, future changes in 
the liability shall be based on the revised assumptions. No loss shall be 
reported currently if it results in creating future income. The liability for 
future policy benefits using revised assumptions based on actual and antici-
pated experience shall be estimated periodically for comparison with the 
liability for future policy benefits (reduced by unamortized acquisition costs) 
at the valuation date. 
37. A premium deficiency, at a minimum, shall be recognized if the aggregate 
liability on an entire line of business is deficient. In some instances, the 
liability on a particular line of business may not be deficient in the aggregate, 
6 Disclosure is required regarding whether the insurance enterprise considers anticipated 
investment income in determining if a premium deficiency relating to short-duration contracts 
exists (paragraph 60(e)). 
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b u t c i rcumstances m a y be such t h a t prof i ts would be recognized in early years 
a n d losses in la ter years. In those s i tuat ions, the l iabil i ty shall be increased by 
an a m o u n t necessary to offset losses t h a t would be recognized in later years. 
Reinsurance 
38. Amount s t h a t are recoverable f rom reinsurers and t h a t relate to paid 
c la ims a n d claim a d j u s t m e n t expenses shall be classified as assets, with an 
al lowance for e s t ima ted uncollectible amounts . E s t i m a t e d amoun t s recover-
able f rom reinsurers t h a t re la te to the liabilities for unpa id claims and claim 
a d j u s t m e n t expenses shall be deduc ted f rom those liabilities. Ceded unearned 
p r e m i u m s shall be ne t t ed with related unearned premiums. Receivables and 
payab les f rom the same reinsurer , including amoun t s withheld, also shall be 
ne t ted . Reinsurance p r emiums ceded and re insurance recoveries on claims 
m a y be ne t t ed agains t re la ted earned p remiums and incurred claim costs in 
the income s t a t e m e n t . [This p a r a g r a p h is superseded by FASB S ta t emen t No. 
113.] 
39. Proceeds f rom re insurance t ransac t ions t h a t represent recovery of acquisi-
tion costs shall reduce appl icable unamor t i zed acquisi t ion costs in such a 
m a n n e r t h a t net acquisi t ion costs are capi ta l ized and charged to expense in 
proport ion to net revenue recognized (pa rag raph 29). If the ceding enterpr ise 
has agreed to service all of the related insurance cont rac t s without reasonable 
compensat ion , a l iabil i ty shall be accrued for es t imated excess fu tu re servicing 
costs under the re insurance cont rac t . The net cost to the assuming enterprise 
shall be accounted for as an acquisi t ion cost. [This p a r a g r a p h is superseded by 
FASB S t a t e m e n t No. 113.] 
40. To the extent t h a t a re insurance cont rac t does not, despite its form, 
provide for indemnif ica t ion of the ceding enterpr ise by the reinsurer against 
loss or l iabil i ty, the p r e m i u m paid less the p remium to be re ta ined by the 
reinsurer shall be accounted for as a deposit by the ceding enterprise . Those 
con t rac t s m a y be s t ruc tu red in various ways, bu t if, regardless of form, their 
subs tance is t h a t all or p a r t of the p remium paid by the ceding enterpr ise is a 
deposit , the a m o u n t paid shall be accounted for as such. A net credit result ing 
from the cont rac t shall be repor ted as a l iabili ty by the ceding enterprise . A 
net charge resul t ing from the cont rac t shall be repor ted as an asset by the 
reinsurer . [This p a r a g r a p h is superseded by FASB S ta t emen t No. 113 ] 
Policyholder Dividends 
41. Policyholder d ividends shall be accrued using an es t imate of the amoun t to 
be paid. 
42. If l imi ta t ions exist on the a m o u n t of net income from participating 
insurance con t rac t s of life insurance enterpr ises t h a t m a y be d is t r ibu ted to 
stockholders, the policyholders ' share of net income on those cont rac ts t ha t 
cannot be d i s t r ibu ted to stockholders shall be excluded from stockholders ' 
equ i ty by a charge to operat ions and a credit to a l iabil i ty re lat ing to 
pa r t i c ipa t i ng policyholders ' funds in a m a n n e r similar to the account ing for 
ne t income appl icable to minor i ty interests . Dividends declared or paid to 
pa r t i c ipa t i ng policyholders shall reduce t h a t l iabili ty; d ividends declared or 
paid in excess of the l iabil i ty shall be charged to operations. Income-based 
dividend provisions shall be based on net income t h a t includes ad ju s tmen t s 
be tween general-purpose and s t a tu to ry f inancial s t a t emen t s t h a t will reverse 
a n d enter into f u t u r e calculat ions of the dividend provision. 
43. For life insurance enterpr ises for which there are no net income restr ict ions 
a n d t h a t use life insurance dividend scales unre la ted to ac tua l net income, 
policyholder d ividends (based on dividends an t i c ipa ted or in tended in deter-
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mining gross premiums or as shown in published dividend illustrations at the 
date insurance contracts are made) shall be accrued over the premium-paying 
periods of the contracts. 
Retrospective and Contingent Commission Arrangements 
44. I f retrospective commission or experience refund arrangements exist under 
experience-rated insurance contracts, a separate liability shall be accrued for 
those amounts, based on experience and the provisions of the contract. Income 
in any period shall not include any amounts that are expected to be paid to 
agents or others in the form of experience refunds or additional commissions. 
Contingent commissions receivable or payable shall be accrued over the period 
in which related income is recognized. 
Investments 
45. Bonds shall be reported at amortized cost if the insurance enterprise has 
both the ability and the intent to hold the bonds until maturity and there is no 
decline in the market value of the bonds other than a temporary decline. If an 
insurance enterprise is a trader in bonds and does not intend to hold the bonds 
until maturity, bonds shall be reported at market and temporary changes in 
the market value of the bonds shall be recognized as unrealized gains or losses 
(paragraph 50). 
46. Common and nonredeemable preferred stocks shall be reported at market 
and temporary changes in the market value of those securities shall be 
recognized as unrealized gains or losses (paragraph 50). Preferred stocks that 
by their provisions must be redeemed by the issuer shall be reported at 
amortized cost if the insurance enterprise has both the ability and the intent 
to hold the stocks until redemption and there is no decline in the market value 
of the stocks other than a temporary decline. 
47. Mortgage loans shall be reported at outstanding principal balances if 
acquired at par value, or at amortized cost if purchased at a discount or 
premium, with an allowance for estimated uncollectible amounts, if any. 
Amortization and other related charges or credits shall be charged or credited 
to investment income. Changes in the allowance for estimated uncollectible 
amounts relating to mortgage loans shall be included in realized gains and 
losses. 
48. Real estate investments shall be reported at cost less accumulated depreci-
ation and an allowance for any impairment in value. Depreciation and other 
related charges or credits shall be charged or credited to investment income. 
Changes in the allowance for any impairment in value relating to real estate 
investments shall be included in realized gains and losses. 
49. Normal commitment fees received in connection with the placement of 
mortgage loans (less direct costs) shall be capitalized and recognized as 
revenue over the commitment period. Commitment fees that exceed current 
(normal) fees for mortgage loan commitments shall be considered an adjust-
ment of the effective interest yield on the loan. Those excess fees shall be 
capitalized until the loan is made and then recognized as revenue over the 
period of the mortgage loan. If the mortgage loan is not ultimately made, the 
unamortized commitment fee shall be recognized as revenue at the end of the 
commitment period. [This paragraph is superseded by FASB Statement No. 
91, Accounting for Nonrefundable Fees and Costs Associated with Originating 
or Acquiring Loans and Initial Direct Costs of Leases.] 
50. Realized gains and losses on all investments (including, but not limited to, 
stocks, bonds, mortgage loans, real estate, and joint ventures) shall be reported 
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in the income s t a t e m e n t below opera t ing income and net of appl icable income 
taxes. Real ized gains and losses on the sale of assets other t han investments , 
such as real es ta te used in the business, shall be reported in accordance with 
A P B Opinion No. 30, Reporting the Results of Operations. Unreal ized invest-
men t gains and losses, ne t of appl icable income taxes, shall be repor ted as a 
sepa ra te component of stockholders ' (policyholders ') equi ty . Except as dis-
cussed in p a r a g r a p h 51, unreal ized gains or losses on common stocks, preferred 
stocks, or publicly t r aded bonds shall not be recognized in income unt i l the 
sale, m a t u r i t y , or other disposition of the inves tment . 7 [The first sentence of 
this p a r a g r a p h is superseded by FASB S ta t emen t No. 91, Accounting for 
Nonrefundable Fees and Costs Associated with Originating or Acquiring Loans 
and Initial Direct Costs of Leases.] 
51. If a decline in the value of a common stock, preferred stock, or publicly 
t r aded bond below its cost or amor t ized cost is considered to be other t han 
t empora ry , the inves tment shall be reduced to its net real izable value, which 
becomes the new cost basis. T h e a m o u n t of the reduction shall be reported as a 
realized loss. A recovery from the new cost basis shall be recognized as a 
realized gain only a t the sale, m a t u r i t y , or other disposition of the inves tment . 
Real Estate Used in the Business 
52. Real es ta te shall be classified ei ther as an inves tment or as real es ta te used 
in the enterpr ise ' s operat ions, depending on its p redominan t use. Deprecia t ion 
and other real es ta te opera t ing costs shall be classified as inves tment expenses 
or opera t ing expenses consistent with the ba lance sheet classification of the 
related asset. I m p u t e d inves tment income and renta l expense shall not be 
recognized for real es ta te used in the business. 
Separate Accounts 
53. Separa te accounts represent assets and liabilities t h a t are ma in ta ined by 
an insurance en terpr i se for purposes of funding f ixed-benefi t or variable 
annuity contracts, pension plans, and similar activi t ies. The cont rac t holder 
generally assumes the inves tment risk, and the insurance enterpr ise receives a 
fee for inves tment m a n a g e m e n t , cer ta in admin i s t r a t i ve expenses, and mortal-
ity and expense risks assumed. 
54. I n v e s t m e n t s in sepa ra te accounts shall be reported a t marke t except for 
separa te account con t rac t s with gua ran teed inves tment re turns . For those 
separa te accounts , the related assets shall be reported in accordance with 
p a r a g r a p h s 45-51. Separa te account assets and liabilities ordinari ly shall be 
reported as s u m m a r y totals in the f inancial s t a t emen t s of the insurance 
enterpr ise . 
Income Taxes of Life Insurance Enterprises 
Deferred Income Taxes 
55. Because of the provisions of the Life Insurance C o m p a n y Income Tax Act 
of 1959 ( A c t ) , 8 t iming di f ferences ( p a r a g r a p h 13(e) of APB Opinion No. 11, 
7 This paragraph is not intended to preclude the accrual of losses on private-placement bonds 
when both conditions in paragraph 8 of FASB Statement No. 5, Accounting for Contingencies, are 
met. 
8 The Act contemplated taxation of total income of life insurance enterprises, but the 
determination of tax is complex because of the manner in which total taxable income is classified 
as investment income, gain from operations (including investment income and less special 
deductions for certain accident and health, group life, and nonparticipating insurance contracts), 
policyholders' surplus (gain from operations previously excluded from tax and the special deduc-
tions), and the interrelationship of those elements. Taxable income consists of (a) taxable 
investment income, (b) 50 percent of the amount by which gain from operations exceeds taxable 
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Accounting for Income Taxes) of life insurance enterprises arising in the 
current period may not affect the determination of income taxes in future 
periods when those timing differences reverse. Amounts determined in the 
with-and-without calculation (paragraph 36 of Opinion 11) need to be consid-
ered further to determine whether the difference will reverse in the future. 
Deferred taxes need not be provided for the current tax effect of timing 
differences if circumstances indicate that the current tax effect will not 
reverse in the future. Similarly, a change in category of taxation (the basis on 
which the enterprise determines its income tax liability) resulting from the 
with-and-without calculation need not be recognized unless circumstances 
indicate that a change in category will result when the timing difference 
reverses. I f the reversal of tax effects cannot be reasonably determined, 
deferred income taxes shall be provided based on the differential determined 
using the with-and-without calculation as if the enterprise's tax return was 
filed on the basis on which financial statements are prepared, including any 
resulting change in category of taxation. [This paragraph is superseded by 
FASB Statement No. 96, Accounting for Income Taxes.) 
56. Although (a) special deductions (allowable only for income tax purposes) 
never enter into the determination of pretax accounting income in any period 
and (b) the amount of policyholder dividend deductions and special deductions 
may be limited on the tax return (the unused deductions cannot be carried 
forward to subsequent periods), the amount of policyholder dividend deduc-
tions and available special deductions and limitations on those deductions may 
properly be determined based on pretax accounting income. For example, 
unused policyholder dividend deductions and special deductions may be used 
to offset timing differences that affect taxable income to the extent that the 
limitations on those deductions change when based on pretax accounting 
income, unless known or anticipated circumstances indicate that future taxa-
ble income resulting from the reversal of timing differences will not be offset 
by like deductions. In the case of provisions for policyholder dividends (includ-
ing policyholder dividends deducted as part of the change in the liability for 
future policy benefits), which may be timing differences themselves, statutory 
limitations shall not be applied to eliminate their current tax effect unless 
circumstances indicate that the dividends will be limited when the timing 
differences reverse. Special deductions that are directly affected by timing 
differences need to be redetermined in the with-and-without calculation unless 
circumstances indicate that future special deductions will not be directly 
affected by the timing differences when the timing differences reverse. If the 
reversal of tax effects cannot be reasonably determined, special deductions 
that are not affected by timing differences and, therefore, do not reverse shall 
be limited to amounts available in the tax return. [This paragraph is super-
seded by FASB Statement No. 96.] 
57. A life insurance enterprise's liability for future policy benefits and capitali-
zation and amortization of acquisition costs indirectly affect the amount of 
taxable investment income used in determining the income tax provision for 
financial reporting purposes. Differences in taxable investment income caused 
by differences between the liability for future policy benefits and capitaliza-
(Footnote Continued) 
investment income, and (c) any reductions in policyholders' surplus. If gain from operations is less 
than taxable investment income, the lesser amount, plus any reductions in policyholders' surplus, 
is taxable income. If a loss from operations occurs, there is no taxable income except to the extent 
that there are reductions in policyholders' surplus. Deductions from gain from operations for 
policyholder dividends and the special deductions are limited and unused deductions cannot be 
carried forward to subsequent periods. [Footnote 8 superseded by FASB Statement No. 96, 
Accounting for Income Taxes.] 
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tion and amortization of acquisition costs for income tax and financial report-
ing purposes shall be considered permanent differences (paragraph 13(f) of 
Opinion 11). [This paragraph is superseded by FASB Statement No. 96 ] 
58. If deferred income taxes have not been provided on timing differences on 
the presumption that the timing differences will not have tax effects when 
they reverse and circumstances change so that it becomes apparent that tax 
effects will result, deferred income taxes attributable to those timing differ-
ences shall be accrued and reported as income tax expense in that period; those 
income taxes shall not be reported ais an extraordinary item. If deferred 
income taxes have been provided on timing differences and circumstances 
change so that it becomes apparent that the tax effects will differ from those 
originally expected, income taxes previously deferred shall be included in 
income only as the related timing differences reverse, regardless of whether the 
life insurance enterprise uses the gross change or net change method (para-
graph 37 of Opinion 11). [This paragraph is superseded by FASB Statement 
No. 96.] 
Policyholders' Surplus 
59. A difference between taxable income and pretax accounting income attrib-
utable to amounts designated as policyholders' surplus of a life insurance 
enterprise may not reverse until indefinite future periods or may never 
reverse. The insurance enterprise controls the events that create the tax 
consequences, and the enterprise generally is required to take specific action 
before the initial difference reverses. Therefore, a life insurance enterprise 
shall not accrue income taxes on the difference between taxable income and 
pretax accounting income attributable to amounts designated as policyholders' 
surplus. However, if circumstances indicate that the insurance enterprise is 
likely to pay income taxes, either currently or in later years, because of a 
known or expected reduction in policyholders' surplus, income taxes attributa-
ble to that reduction shall be accrued as a tax expense of the current period; 
the accrual of those income taxes shall not be accounted for as an extraordi-
nary item. 
Disclosures 
60. Insurance enterprises shall disclose the following in their financial state-
ments. 
a. The basis for estimating the liabilities for unpaid claims and claim 
adjustment expenses 
b. The methods and assumptions used in estimating the liability for 
future policy benefits with disclosure of the average rate of assumed 
investment yields in effect for the current year encouraged 
c. The nature of acquisition costs capitalized, the method of amortiz-
ing those costs, and the amount of those costs amortized for the 
period 
d. The carrying amount of liabilities for unpaid claims and claim 
adjustment expenses relating to short-duration contracts that are 
presented at present value in the financial statements and the range 
of interest rates used to discount those liabilities 
e. Whether the insurance enterprise considers anticipated investment 
income in determining if a premium deficiency relating to short-
duration contracts exists 
f. The nature and significance of reinsurance transactions to the 
insurance enterprise's operations, including reinsurance premiums 
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assumed and ceded, and estimated amounts that are recoverable 
from reinsurers and that reduce the liabilities for unpaid claims and 
claim adjustment expenses. [This paragraph is superseded by FASB 
Statement No. 113.] 
g. The relative percentage of participating insurance, the method of 
accounting for policyholder dividends, the amount of dividends, and 
the amount of any additional income allocated to participating 
policyholders 
h. The following information relating to stockholders' equity, statutory 
capital and surplus, and the effects of s ta tutory account ing prac-
t i ces on the enterprise's ability to pay dividends to stockholders: 
(1) The amount of statutory capital and surplus 
(2) The amount of statutory capital and surplus necessary to sat-
isfy regulatory requirements (based on the enterprise's current 
operations) if significant in relation to the enterprise's statutory 
capital and surplus 
(3) The nature of statutory restrictions on the payment of divi-
dends and the amount of retained earnings that is not available 
for the payment of dividends to stockholders 
i. For life insurance enterprises or a parent of a life insurance enter-
prise that is either consolidated or accounted for by the equity 
method: 
(1) The treatment of policyholders' surplus under the U.S. Internal 
Revenue Code and that income taxes may be payable if the 
enterprise takes certain specified actions, which shall be appro-
priately described 
(2) The accumulated amount of policyholders' surplus for which 
income taxes have not been accrued [This paragraph is super-
seded by FASB Statement No. 96.] 
j. For life insurance enterprises, any retained earnings in excess of 
policyholders' surplus on which no current or deferred federal in-
come tax provisions have been made and the reasons for not provid-
ing the deferred taxes. [This paragraph is superseded by FASB 
Statement No. 96.] 
Amendments to Other Pronouncements 
61. The following footnote is added to the end of paragraph 6 of Opinion 11: 
For life insurance enterprises, also refer to paragraphs 55-59 and subpara-
graphs 60(i) and 60(j) of FASB Statement No. 60, Accounting and Reporting 
by Insurance Enterprises. 
62. The provisions of APB Opinion No. 23, Accounting for Income Taxes— 
Special Areas, that discuss policyholders' surplus of life insurance enterprises 
have been included in this Statement without reconsideration, and paragraphs 
26-30 and footnote 11 of Opinion 23 are superseded by this Statement. 
63. The references to AICPA insurance industry related Guides in footnote 8 
of Opinion 30, paragraphs 41 and 102 of FASB Statement No. 5, Accounting 
for Contingencies, paragraph 4 of FASB Interpretation No. 15, Translation of 
Unamortized Policy Acquisition Costs by a Stock Life Insurance Company, 
and paragraph 7 of FASB Interpretation No. 22, Applicability of Indefinite 
Reversal Criteria to Timing Differences, are replaced by a reference to FASB 
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S t a t e m e n t No. 60, Accounting and Reporting by Insurance Enterprises. The 
references to A I C P A S t a t e m e n t s of Position (SOPs) 78-6, Accounting for 
Property and Liability Insurance Companies, a n d 79-3, Accounting for Invest-
ments of Stock Life Insu rance Companies , and to the A I C P A I n d u s t r y Audit 
Guides , Audits of Fire and Casualty Insurance Companies and Audits of Stock 
Life Insurance Companies, a re deleted f rom Appendix A of FASB S ta t emen t 
No. 32, Specialized Accounting and Reporting Principles and Practices in 
AICPA Statements of Position and Guides on Accounting and Auditing Mat-
ters. T h e reference to the A I C P A project on account ing by t i t le insurance 
companies , which resul ted in the issuance of SOP 80-1, Accounting for Title 
Insurance Companies, is dele ted f rom Appendix B of S t a t e m e n t 32. [See FASB 
S t a t e m e n t No. 97 for a m e n d m e n t s to this pa ragraph . ] 
Effective Date and Transition 
64. This S t a t e m e n t shall be ef fect ive for fiscal years beginning a f t e r December 
15, 1982, wi th earl ier appl ica t ion encouraged. Accounting changes adopted to 
conform to the provisions of th is S t a t e m e n t shall be appl ied retroact ively. In 
the year t h a t this S t a t e m e n t is f irst appl ied , the f inancial s t a t emen t s shall 
disclose the n a t u r e of any r e s t a t emen t and its effect on income before ex-
t r ao rd ina ry i tems, net income, a n d related per share a m o u n t s for each year 
presented. T h e individual e f fec ts of changing to conform to the provisions of 
th i s S t a t e m e n t shall be disclosed in the f inancia l s t a tements . 
65. If re t roact ive r e s t a t emen t of all years presented is not pract icable , the 
f inancia l s t a t e m e n t s presented shall be res ta ted for as m a n y consecutive years 
as p rac t i cab le and the cumula t ive effect of app ly ing this S t a t emen t shall be 
included in de te rmin ing net income of the earliest year res ta ted (not necessar-
ily the earl iest yea r presented) . If it is not prac t icable to res ta te any prior 
year , the cumula t i ve ef fec t shall be included in net income in the year in 
which this S t a t emen t is first appl ied. (Refer to p a r a g r a p h 2 0 of APB Opinion 
No. 20, Accounting Changes.) 
This Statement was approved by the unanimous vote of the seven members of 
the Financial Accounting Standards Board: 
The provisions of this Statement need 
not be applied to immaterial items. 
Donald J. Kirk , Chairman 
F r a n k E . Block 
John W. M a r c h 
Rober t A. Morgan 
Dav id Mosso 
Rober t T. Sprouse 
Ra lph E. Wal te rs 
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APPENDIX A 
Glossary 
66. This appendix defines cer ta in t e rms t h a t a re used in this S t a t emen t . 
Acquisition costs 
Costs incurred in the acquisi t ion of new and renewal insurance contrac ts . 
Acquisit ion costs include those costs t h a t va ry with and are p r imar i ly 
related to the acquisi t ion of insurance con t rac t s (for example, agent and 
broker commissions, cer ta in underwr i t ing and policy issue costs, and medi-
cal and inspection fees). 
Annuity contract 
A cont rac t t h a t provides fixed or var iable periodic p a y m e n t s made f rom a 
s ta ted or cont ingent da t e and cont inuing for a specified period, such as for a 
number of years or for life. Also refer to var iab le a n n u i t y con t rac t . 
Assessment enterprise 
An insurance enterpr ise t h a t sells insurance to groups with similar inter-
ests, such as church denominat ions or professional groups. Some assessment 
enterpr ises also sell insurance direct ly to the general public. If funds are not 
suff ic ient to p a y claims, then assessments m a y be m a d e aga ins t members -
Claim 
A d e m a n d for p a y m e n t of a policy benef i t because of the occurrence of an 
insured event , such as the dea th or disabi l i ty of the insured; the m a t u r i t y of 
an endowment ; the incurrence of hospital or medical bills; the des t ruc t ion 
or damage of p rope r ty and re la ted dea ths or injuries; defects in, liens on, or 
challenges to the t i t le to real estate; or the occurrence of a sure ty loss. 
Claim adjustment expenses 
Expenses incurred in the course of inves t iga t ing and set t l ing claims. Claim 
a d j u s t m e n t expenses include any legal and ad jus te rs ' fees, and the costs of 
paying claims and all re la ted expenses. 
Cost recovery method 
U n d e r the cost recovery method, p r e m i u m s are recognized as revenue in an 
a m o u n t equal to e s t ima ted claim costs as insured even ts occur unt i l the 
u l t ima te p r e m i u m is reasonably est imable, and recognition of income is 
postponed unt i l t h a t t ime. 
Credit life insurance 
Life insurance, general ly in the form of decreasing t e rm insurance, t h a t is 
issued on the lives of borrowers to cover p a y m e n t of loan balances in case of 
dea th . 
Deposit method 
Under the deposit method, p r emiums are not recognized as revenue and 
claim costs are not charged to expense unt i l the u l t ima te p r emium is 
reasonably est imable, and recognition of income is postponed unti l t h a t 
t ime. 
Dividends to policyholders 
Amounts d i s t r ibu tab le to policyholders of pa r t i c ipa t ing insurance cont rac t s 
as de te rmined by the insurer. U n d e r var ious s t a te insurance laws, dividends 
are appor t ioned to policyholders on an equi tab le basis. The dividend allot-
AUG-SLI APP H 
156 Stock Life Insurance Companies 
ted to any contract often is based on the amount that the contract, as one of 
a class of similar contracts, has contributed to the income available for 
distribution as dividends. 
Endowment contract 
An insurance contract that provides insurance from inception of the con-
tract to the maturity date (endowment period). The contract specifies that 
a stated amount, adjusted for items such as policy loans and dividends, if 
any, will be paid to the beneficiary if the insured dies before the maturity 
date. If the insured is still living at the maturity date, the policyholder will 
receive the maturity amount under the contract after adjustments, if any. 
Endowment contracts generally mature at a specified age of the insured or 
at the end of a specified period. 
Fraternal benefit society 
An organization that provides life or health insurance to its members and 
their beneficiaries. Policyholders normally participate in the earnings of the 
society, and insurance contracts stipulate that the society has the power to 
assess its members if the funds available for future policy benefits are not 
sufficient to provide for benefits and expenses. 
Gross premium 
The premium charged to a policyholder for an insurance contract. Also 
refer to net premium. 
Group insurance 
Insurance protecting a group of persons, usually employees of an entity and 
their dependents. A single insurance contract is issued to their employer or 
other representative of the group. Individual certificates often are given to 
each insured individual or family unit. The insurance usually has an annual 
renewable contract period, although the insurer may guarantee premium 
rates for two or three years. Adjustments to premiums relating to the actual 
experience of the group of insured persons are common. 
Incurred but not reported claims 
Claims relating to insured events that have occurred but have not yet been 
reported to the insurer or reinsurer as of the date of the financial state-
ments. 
Liability for claim adjustment expenses 
The amount needed to provide for the estimated ultimate cost required to 
investigate and settle claims relating to insured events that have occurred 
on or before a particular date (ordinarily, the balance sheet date), whether 
or not reported to the insurer at that date. 
Liability for future policy benefits 
An accrued obligation to policyholders that relates to insured events, such 
as death or disability. The liability for future policy benefits can be viewed 
as either (a) the present value of future benefits to be paid to or on behalf of 
policyholders and expenses less the present value of future net premiums 
payable under the insurance contracts or (b) the accumulated amount of 
net premiums already collected less the accumulated amount of benefits 
and expenses already paid to or on behalf of policyholders. 
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Liability for unpaid claims 
The amount needed to provide for the estimated ultimate cost of settling 
claims relating to insured events that have occurred on or before a particu-
lar date (ordinarily, the balance sheet date). The estimated liability 
includes the amount of money that will be required for future payments on 
both (a) claims that have been reported to the insurer and (b) claims 
relating to insured events that have occurred but have not been reported to 
the insurer as of the date the liability is estimated. 
Life insurance enterprise 
An enterprise that can issue annuity, endowment, and accident and health 
insurance contracts as well as life insurance contracts. Life insurance 
enterprises may be either stock or mutual organizations. 
Maintenance costs 
Costs associated with maintaining records relating to insurance contracts 
and with the processing of premium collections and commissions. 
Morbidity 
The relative incidence of disability due to disease or physical impairment. 
Mortality 
The relative incidence of death in a given time or place. 
Mortgage guaranty insurance enterprise 
An insurance enterprise that issues insurance contracts that guarantee 
lenders, such as savings and loan associations, against nonpayment by 
mortgagors. 
Net premium 
As used in this Statement for long-duration insurance contracts, the portion 
of the gross premium required to provide for all benefits and expenses. 
Nonforfeiture benefits 
Those benefits in a life insurance contract that the policyholder does not 
forfeit, even for failure to pay premiums. Nonforfeiture benefits usually 
include cash value, paid-up insurance value, or extended-term insurance 
value. 
Participating insurance 
Insurance in which the policyholder is entitled to participate in the earn-
ings or surplus of the insurance enterprise. The participation occurs 
through the distribution of dividends to policyholders. 
Property and liability insurance enterprise 
An enterprise that issues insurance contracts providing protection against 
(a) damage to, or loss of, property caused by various perils, such as fire and 
theft, or (b) legal liability resulting from injuries to other persons or damage 
to their property. Property and liability insurance enterprises also can issue 
accident and health insurance contracts. The term property and liability 
insurance enterprise is the current terminology used to describe a fire and 
casualty insurance enterprise. Property and liability insurance enterprises 
may be either stock or mutual organizations. 
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Reciprocal or interinsurance exchange 
A group of persons, firms, or corporations commonly referred to as "sub-
scribers" that exchange insurance contracts through an attorney-in-fact (an 
attorney authorized by a person to act in that person's behalf). 
Reinsurance 
A transaction in which a reinsurer (assuming enterprise), for a considera-
tion (premium), assumes all or part of a risk undertaken originally by 
another insurer (ceding enterprise). However, the legal rights of the insured 
are not affected by the reinsurance transaction and the insurance enter-
prise issuing the insurance contract remains liable to the insured for 
payment of policy benefits. 
Risk of adverse deviation 
A concept used by life insurance enterprises in estimating the liability for 
future policy benefits relating to long-duration contracts. The risk of 
adverse deviation allows for possible unfavorable deviations from assump-
tions, such as estimates of expected investment yields, mortality, morbid-
ity, terminations, and expenses. The concept is referred to as risk load when 
used by property and liability insurance enterprises. 
Salvage 
The amount received by an insurer from the sale of property (usually 
damaged) on which the insurer has paid a total claim to the insured and has 
obtained title to the property. 
Statutory accounting practices 
Accounting principles required by statute, regulation, or rule, or permitted 
by specific approval, that an insurance enterprise is required to follow when 
submitting its financial statements to state insurance departments. 
Subrogation 
The right of an insurer to pursue any course of recovery of damages, in its 
name or in the name of the policyholder, against a third party who is liable 
for costs relating to an insured event that have been paid by the insurer. 
Term life insurance 
Insurance that provides a benefit if the insured dies within the period 
specified in the contract. The insurance is for level or declining amounts for 
stated periods, such as 1, 5, or 10 years, or to a stated age. Term life 
insurance generally has no loan or cash value. 
Termination 
In general, the failure to renew an insurance contract. Involuntary termi-
nations include death, expirations, and maturities of contracts. Voluntary 
terminations of life insurance contracts include lapses with or without cash 
surrender value and contract modifications that reduce paid-up whole-life 
benefits or term-life benefits. 
Termination rate 
The rate at which insurance contracts fail to renew. Termination rates 
usually are expressed as a ratio of the number of contracts on which 
insureds failed to pay premiums during a given period to the total number 
of contracts at the beginning of the period from which those terminations 
occurred. The complement of the termination rate is persistency, which is 
the renewal quality of insurance contracts, that is, the number of insureds 
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that keep their insurance in force during a period. Persistency varies by 
plan of insurance, age at issue, year of issue, frequency of premium 
payment, and other factors. 
Title insurance enterprise 
An enterprise that issues title insurance contracts to real estate owners, 
purchasers, and mortgage lenders, indemnifying them against loss or dam-
age arising out of defects in, liens on, or challenges to their title to real 
estate. 
Variable annuity contract 
An annuity in which the amount of payments to be made are specified in 
units, rather than in dollars. When payment is due, the amount is deter-
mined based on the value of the investments in the annuity fund. 
Whole-life contract 
Insurance that may be kept in force for a person's entire life by paying ope 
or more premiums. I t is paid for in one of three different ways: (a) ordinary 
life insurance (premiums are payable as long as the insured lives), (b) 
limited-payment life insurance (premiums are payable over a specified 
number of years), and (c) single-premium life insurance (a lump-sum 
amount paid at the inception of the insurance contract). The insurance 
contract pays a benefit (contractual amount adjusted for items such as 
policy loans and dividends, if any) at the death of the insured. Whole-life 
insurance contracts also build up nonforfeiture benefits. 
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APPENDIX B 
Background Information and Summary of Consideration of 
Comments on Exposure Draft 
67. As discussed in Statement 32, the FASB is extracting the specialized 9 
accounting and reporting principles and practices from AICPA SOPs and 
Guides on accounting and auditing matters and issuing them as FASB State-
ments after appropriate due process. This Statement extracts without signifi-
cant change the specialized principles and practices relating to insurance 
enterprises from the AICPA Industry Audit Guides, Audits of Stock Life 
Insurance Companies and Audits of Fire and Casualty Insurance Companies; * 
and AICPA SOPs 78-6, 79-3, and 80-1; and Opinion 23. Accounting and 
reporting standards that apply to enterprises in general also apply to insur-
ance enterprises, and the standards in this Statement are in addition to those 
standards. 
68. Board members have assented to the issuance of this Statement on the 
basis that it is an appropriate extraction of existing specialized principles and 
practices and that a comprehensive reconsideration of those principles and 
practices was not contemplated in undertaking this FASB project. Most of the 
background material and discussion of accounting alternatives have not been 
carried forward from the AICPA insurance industry related Guides and SOPs. 
The Board's conceptual framework project on accounting recognition criteria 
will address recognition issues relating to elements of financial statements. A 
Statement of Financial Accounting Concepts resulting from that project in due 
course will serve as a basis for evaluating existing standards and practices. 
Accordingly, the Board may wish to evaluate the standards in this Statement 
when its conceptual framework project is completed. 
69. This Statement does not address issues that currently are being studied by 
the insurance industry and the accounting and actuarial professions. Some of 
those issues include: 
a. What financial accounting and reporting principles should mutual 
life insurance enterprises, assessment enterprises, and fraternal ben-
efit societies follow in their general-purpose financial statements? 
b. How should universal life insurance contracts and similar products 
that have been developed since the AICPA insurance industry 
related Guides and SOPs were originally issued be accounted for? 
c. For short-duration contracts: 
(1) Should certain claim liabilities be discounted? 
(2) Should anticipated investment income be considered in deter-
mining if a premium deficiency exists? 
d. What circumstances constitute a transfer of economic risk under a 
reinsurance contract? 
70. An Exposure Draft of a proposed FASB Statement, Accounting and 
Reporting by Insurance Enterprises, was issued on November 18, 1981. The 
Board received 56 comment letters in response to the Exposure Draft. Certain 
9 The term specialized is used to refer to those accounting and reporting principles and 
practices in AICPA Guides and SOPs that are neither superseded by nor contained in Accounting 
Research Bulletins, APB Opinions, FASB Statements, or FASB Interpretations. 
* [Note—Superseded by Audits of Property and Liability Insurance Companies, December 
15, 1990.] 
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of the comments received and the Board's consideration of them are discussed 
in this appendix. 
Criteria for Distinguishing between Short-Duration and Long-
Duration Contracts 
71. Respondents commented on the appropriateness of the proposed criteria 
for distinguishing between short-duration and long-duration contracts and on 
whether the criteria could be improved. Some respondents said that the 
criteria were not well defined and could result in unintended changes in 
current accounting principles or practices because the criteria focused too 
narrowly on whether an insurance contract can be expected to remain in force 
for an extended period. They suggested that the criteria be clarified so that the 
nature of the insurance enterprise's obligations and policyholder rights under 
the provisions of the contract is considered. 
72. Other respondents recommended that (a) accounting for insurance con-
tracts should depend on the type of insurance enterprise issuing the contract, 
(b) the criteria for distinguishing between the two types of contracts should be 
based on the period of the contract, or (c) contracts should be specified by type 
of insurance protection that should be considered short-duration or long-
duration so that the Statement can be specifically applied without exception 
or ambiguity. 
73. In extracting the specialized principles and practices from the AICPA 
insurance industry related Guides and SOPs, the Board decided to establish a 
framework for accounting by insurance enterprises based on the nature of 
insurance contracts rather than type of insurance enterprise. The Board 
concluded that the criteria for distinguishing between short-duration and long-
duration contracts should be clarified so that the nature of the insurance 
enterprise's obligations and policyholder rights under the provisions of the 
contract is considered, because that is consistent with (a) a general framework, 
(b) the principles in the AICPA insurance industry related Guides and SOPs, 
and (c) current practice. 
Impairment in Value of Publicly Traded Securities 
74. If an investment in a publicly traded security is reduced to its net 
realizable value, paragraph 51 requires that a gain not be recognized until the 
sale, maturity, or other disposition of the investment. Some respondents 
argued that permanent impairment is too absolute and often cannot be 
determined until after the event causing the impairment has occurred. In 
addition, they said that accounting for impaired amounts relating to publicly 
traded securities should be consistent with accounting for mortgage loans and 
real estate investments and reflective of an insurance enterprise's estimate of 
its ability to recover the carrying amount of those securities. They suggested 
that a standard consistent with Statement 5 be included to require adjust-
ments of the carrying amount as circumstances change. 
75. Other respondents agreed with paragraph 51 because it is an accurate 
extraction of SOPs 78-6, 79-3, and 80-1 and is consistent with principles and 
practices applicable to enterprises in other industries. Based on that reasoning, 
the Board concluded that adjustments for increases in value of previously 
impaired publicly traded securities should continue to be proscribed. 
Acquisition Costs: Primarily versus Directly Related 
76. Some respondents commented on the definition in paragraph 28 that states 
that acquisition costs are those costs that vary with and are primarily related 
to the acquisition of new and renewal insurance contracts. They pointed out 
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that, while the term primarily currently is used in practice by life insurance 
enterprises, the term directly is used in practice by property and liability 
insurance enterprises. They said that using the term primarily for all insur-
ance enterprises could produce a different result for property and liability 
insurance enterprises. They recommended that the distinction between pri-
marily and directly be retained in prescribing accounting principles for acqui-
sition costs. 
77. The Board believes that accounting principles and practices should not be 
applied differently among insurance enterprises without differences in under-
lying circumstances. Because the term primarily encompasses directly, the 
Board acknowledges that use of the term primarily might allow property and 
liability insurance enterprises to adopt broader guidelines in defining acquisi-
tion costs that are capitalizable. However, the Board believes that the use of 
the term primarily should not cause insurance enterprises to change their 
methods of defining acquisition costs to be capitalized. 
Disclosure of the Average Rate of Assumed Investment Yields 
78. Respondents commented on the benefits and costs of specifically requiring 
a disclosure of the average rate of assumed investment yields used in estimat-
ing the liability for future policy benefits. Some respondents said that disclo-
sure of the average rate of assumed investment yields should be required 
because the disclosure would be relevant to users in assessing the reasonable-
ness of estimated rates of return in relation to current investment yields and 
in comparing insurance enterprises. They also expressed the view that the cost 
to the reporting enterprise would be minimal and that the benefit to users of 
insurance enterprise financial statements would outweigh the related cost. 
79. Other respondents said it is likely that the development of a single average 
interest rate would involve a time-consuming and costly process that would 
not be justified by the benefit. They also argued that the weighted average of 
interest rate assumptions has little meaning when there are other significant 
assumptions that also must be considered in estimating the liability for future 
policy benefits and that the disclosure would likely result in a general percep-
tion that the rate possessed more significance and value than deserved. 
80. The Board agrees with those respondents that said disclosure of the 
average rate of assumed investment yields is useful in assessing the reasona-
bleness of estimated rates of return in relation to current investment yields 
and in comparing insurance enterprises. However, because of uncertainties 
relating to the cost of providing that disclosure, the Board decided to 
encourage but not require disclosure of that yield rate. 
Disclosure of Discounting Short-Duration Contract Claim 
Liabilities and Considering Anticipated Investment Income in 
Determining Premium Deficiencies 
81. The Exposure Draft would have required disclosure of (a) the effects 
(including amounts) of discounting short-duration contract claim liabilities 
and (b) the effects (including amounts) of an enterprise's considering antici-
pated investment income in determining if a premium deficiency relating to 
short-duration contracts exists. Some respondents said that insurance enter-
prises generally are not disclosing amounts in their notes because they believe 
disclosure of amounts is not required in the AICPA insurance industry related 
Guides and SOPs, which require disclosure of only the effects. Other respon-
dents recommended that the Exposure Draft be revised to require disclosure of 
the carrying amount of claim liabilities carried at present value in the balance 
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sheet, the range of interest rates used to discount the claim liabilities, and the 
period of years over which the claims are being paid. 
82. The phrase including amounts was included in the Exposure Draft to 
clarify what the Board understands was meant by effects on the financial 
statements in SOP 78-6. The Board believes that quantitative disclosures 
relating to the discounting of short-duration claim liabilities is necessary and, 
accordingly, decided to require disclosure of the carrying amount of short-
duration contract liabilities that are presented at present value and the range 
of discount rates. However, the Board agreed that disclosure of amounts 
relating to an insurance enterprise's consideration of anticipated investment 
income in determining whether a premium deficiency exists is not necessary, 
and decided to require disclosure of only whether the insurance enterprise 
considers anticipated investment income in making that determination. 
Disclosure of Statutory Requirements 
83. With respect to the proposed disclosure of information relating to statutory 
capital and surplus requirements, some respondents suggested that disclosure 
be limited to the amount of statutory capital and surplus, minimum statutory 
requirements when significant, and statutory limitations on the payment of 
dividends. Other respondents recommended that the proposed disclosures 
parallel those in the SEC's recent revision of Article 7 of Regulation S-X. The 
Board agreed that the disclosure relating to statutory requirements needed 
clarification and revised the disclosure in accordance with the first sentence of 
this paragraph. 
Reconciliation Disclosure 
84. Respondents commented on whether disclosure of a reconciliation between 
financial reporting and statutory capital and income should be required. Some 
respondents said the disclosure should be required because the differences 
between statutory accounting practices and generally accepted accounting 
principles are an important element in the analysis of an insurance enter-
prise's general-purpose financial statements. They pointed out that statutory 
accounting determines the amount of dividends that can be paid as well as the 
sufficiency of statutory capital and surplus for regulatory purposes and, 
therefore, is important to users of insurance enterprise financial statements. 
85. Other respondents said the reconciliation disclosure should not be required 
because the original purpose of the reconciliation was intended principally to 
provide relevant information during the life insurance industry's transition 
from statutory reporting. They also said that the disclosure may cast doubt on 
the appropriateness of accounting principles used in the general-purpose 
financial statements. 
86. The Board believes that the disclosure in paragraph 60(h) relating to 
statutory requirements is sufficient for the general-purpose financial state-
ments of insurance enterprises. 
Other Comments 
87. Some respondents noted that paragraph 10 of the Exposure Draft would 
require a liability for claim adjustment expenses to be accrued when insured 
events occur and that life insurance enterprises currently are not accruing 
those costs. They said that accruing claim adjustment expenses associated 
with unpaid claims would require an accounting change for life insurance 
enterprises and that, although it may be appropriate to require life insurance 
enterprises to accrue a liability for those costs, those enterprises should be 
excluded from that requirement since the AICPA stock life insurance guide 
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does not require that accrual. However, they acknowledged that the change is 
not likely to significantly affect the financial statements of life insurance 
enterprises. The Board believes that the requirement is appropriate and that 
it meets a criterion for change—that is, practices among insurance enterprises 
are different without differences in circumstances. In addition, the Board 
believes the requirement is consistent with the provisions of Statement 5. 
88. Several respondents suggested various substantive changes to the Exposure 
Draft. Adoption of those suggestions would have required a reconsideration of 
some of the provisions of the Guides and SOPs. Such a reconsideration is not 
contemplated in the extraction project unless a proposed change meets one of 
the three criteria for change included in the "Notice for Recipients" of the 
Exposure Draft or is broadly supported. The proposed changes did not met the 
criteria for change and were not broadly supported. Accordingly, the Board did 
not adopt those suggestions. However, based on suggestions from respondents 
to the Exposure Draft, the Board has made several other changes that it 
believes clarify the Statement. 
89. The Board has concluded that it can reach an informed decision on the 
basis of existing information without a public hearing and that the effective 
date and transition specified in paragraphs 64 and 65 are advisable in the 
circumstances. 
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Auditing Life Reinsurance 
Applicability 
1. This statement provides guidance on auditing life reinsurance. Guid-
ance on auditing property and liability reinsurance, including accident and 
health reinsurance, is provided in the statement of position entitled, Auditing 
Property and Liability Reinsurance, issued by the AICPA Auditing Standards 
Division in October 1982. 
Introduction 
2. When an insurance company issues life insurance policies, it under-
takes a number of risks relating to the ultimate profitability of the policies, 
such as adverse experience regarding mortality or terminations, inadequate 
investment earnings, and unanticipated costs. Reinsurance is the assumption 
by one insurer (the assuming company) of all or part of the risks originally 
undertaken by another insurer (the ceding company). 
3. Each life insurance company determines its retention limit, which 
represents the maximum loss exposure acceptable to the company that could 
result from the death of any individual insured by the company. The retention 
limit will vary depending on the age of the insured at issuance of the policy, 
the type of insurance plan involved, and whether the insured is classified as a 
standard or substandard risk. I f the policy exceeds the retention limit, the 
company will reinsure the excess portion of the risk. A company may also 
reinsure part or all of a policy within its retention limit if the company sees a 
need to limit its risk. 
4. Reinsurance also provides a means for the company to meet certain 
other objectives such as to avoid "surplus strain" resulting from the statutory 
accounting treatment of expenses and reserves, to reduce fluctuations in claim 
experience or to stabilize mortality cost, to provide additional capacity to 
accept business that would otherwise have to be declined, to protect solvency, 
to obtain underwriting assistance regarding risk classification, or to assist in 
financial and tax planning strategies. 
5. By ceding all or part of the risk, the ceding company does not discharge 
its primary obligations to its insureds. Therefore, the ceding company is 
concerned with the ability of the assuming company to honor its commitments 
under the reinsurance contract. The assuming company, on the other hand, is 
concerned with the accuracy and reliability of the information received from 
the ceding company regarding the risks it has assumed and, in some circum-
stances, the ability of the ceding company to honor commitments to the 
assuming company. Factors that are pertinent to the auditor's evaluation of 
reinsurance contracts include the types of reinsurance agreements and the 
consequent nature of the risks transferred, contractual safeguards in the 
reinsurance agreements, and internal control structure regarding reinsurance 
maintained by the ceding company or by the assuming company. 
6. Reinsurance may be transacted through— 
a. Facultative agreements, whereby each risk or portion of a risk is 
reinsured individually, the assuming company having the option to 
accept or reject it. 
b. Automatic agreements, whereby an agreed portion of business writ-
ten is automatically reinsured, thus eliminating the need to submit 
each risk to the assuming company for acceptance or rejection. 
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7. Life reinsurance contracts generally take one of three forms: yearly 
renewable term, coinsurance, or modified coinsurance. 
a. Yearly renewable term (YRT) reinsurance involved the purchase of 
reinsurance on the policyholder's life on a year-by-year basis. Typi-
cally the amount of reinsurance provided and the reinsurance pre-
mium charged for a particular contract will change from year to 
year on a scheduled basis. The reinsurance premium will depend on 
factors such as the age and sex of the insured, the duration of the 
policy, and the underwriting classification (standard or substandard 
risks). Yearly renewable term reinsurance generally transfers only 
the mortality risk to the assuming company. 
b. Coinsurance differs from yearly renewable term reinsurance in that 
the assuming company participates in substantially all aspects of 
the original policy and in that the contract generally covers a longer 
period of time. The assuming company will receive its share of the 
policy premiums and pay its share of the face amount of claims and 
cash values on terminations. The assuming company will establish 
its share of the statutory policy reserves, and the ceding company 
will reduce its reserves for the portion reinsured. If the policy is 
participating, the assuming company will generally reimburse the 
ceding company for its share of the policyholder dividend. The 
assuming company also generally reimburses the ceding company 
for its commission outlay and usually pays an additional amount 
toward the ceding company's expenses. The assuming company 
ordinarily participates in the risks regarding investment, mortality, 
terminations, and other risks of the policy. 
c. Modified coinsurance differs from coinsurance only in that the 
reserves and the assets supporting the reserves remain with the 
ceding company. In addition to the transactions required by coin-
surance, a "reserve adjustment" payment between the assuming 
and ceding companies is made each year. The assuming company 
will be paid interest on the assets supporting the reserves according 
to a specified formula, which may involve a fixed rate or may be 
related to the interest earnings of the ceding company. Depending 
on the formula, the investment risk may be borne by the ceding 
company or the assuming company, or it may be shared. As with 
coinsurance, the assuming company ordinarily participates in the 
mortality, termination, and other risks. 
8. Life insurance companies may also purchase nonproportional reinsur-
ance on all or part of their insurance. One form of nonproportional reinsurance 
is stop-loss, under which the assuming company agrees to reimburse the ceding 
company for aggregate losses that exceed a specified amount. Another form is 
catastrophe reinsurance, under which the assuming company agrees to reim-
burse the ceding company for losses in excess of a specified amount that result 
from a single accident. 
9. Reinsurance agreements often provide for participation by the ceding 
company in the profits generated under the reinsurance. The reinsurance 
agreement will specify the method of computing the profit and the formula for 
sharing it. 
10. Typically, reinsurance agreements are individually negotiated and 
tailored to the needs and objectives of the ceding and assuming companies. 
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The foregoing descriptions of life reinsurance agreements are not exhaustive, 
and variations from the described approaches are common. 
Generally Accepted Accounting Principles 
11. The accounting entries for reinsurance ceded transactions are the 
opposite of the entries that arise from direct business. With certain exceptions, 
the amounts for reinsurance transactions are netted against the related ac-
counts in financial statements. The accounting entries for reinsurance as-
sumed normally parallel those for direct insurance.1 
12. FASB Statement No. 60* describes reporting in conformity with 
generally accepted accounting principles for "payments to insurance compa-
nies that may not involve transfer of risk." Similar guidance is provided in 
FASB Statement No. 5, Accounting for Contingencies, paragraph 44. Para-
graph 40 of FASB Statement No. 60* states— 
To the extent that a reinsurance contract does not, despite its form, provide 
for indemnification of the ceding enterprise by the reinsurer against loss or 
liability, the premium paid less the premium to be retained by the reinsurer 
shall be accounted for as a deposit by the ceding enterprise. Those contracts 
may be structured in various ways, but if, regardless of form, their substance 
is that all or part of the premium paid by the ceding enterprise is a deposit, 
the amount paid shall be accounted for as such. A net credit resulting from 
the contract shall be reported as a liability by the ceding enterprise. A net 
charge resulting from the contract shall be reported as an asset by the 
reinsurer 
Scope 
13. The following sections describe certain significant aspects of internal 
control structure regarding ceded reinsurance and assumed reinsurance and 
describe the related auditing procedures. SAS No. 55, Consideration of the 
Internal Control Structure in a Financial Statement Audit, states "Establish-
ing and maintaining an internal control structure is an important manage-
ment responsibility." The concept of reasonable assurance is inherent in 
management's determination of the nature and extent of internal control 
structure, and the elements of audit risk and materiality underlie the applica-
tion of generally accepted auditing standards by the independent auditor. 
C e d e d Reinsurance 
Internal Control Structure of the Ceding Company 
14. The ceding company should have those internal control structure 
policies and procedures that it considers necessary to ( a ) evaluate the finan-
cial responsibility and stability of the assuming company (whether the assum-
ing company is domiciled in the United States or in a foreign country) and ( b ) 
provide reasonable assurance of the accuracy and reliability of information 
reported to the assuming company and amounts due to or from the assuming 
company. The ceding company's control procedures to evaluate the financial 
responsibility and stability of the assuming company may vary, depending on 
1 FASB Statement No. 60,* Accounting and Reporting by Insurance Enterprises, specifies 
certain accounting and disclosure requirements for reinsurance. 
* FASB Statement No. 113, Accounting and Reporting for Reinsurance of Short-Duration and 
Long-Duration Contracts, supersedes paragraphs 38 through 40 and 60(f) of FASB Statement No. 
60 and amends paragraph 44 of FASB Statement No 5. The provisions of paragraphs 39 and 40 
are incorporated in paragraph 18 of FASB Statement No. 113. FASB Statement No. 113 applies to 
financial statements for fiscal years beginning after December 15, 1992. 
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the type of contracts (such as yearly renewable term and coinsurance) and 
other factors, and may include 2 
a. Obtaining and analyzing recent financial information of the assum-
ing company, such as— 
• Financial statements and, if the statements are audited, the 
independent auditor's report. 
• Financial reports filed with the Securities and Exchange Com-
mission (United States), Department of Trade (United King-
dom), or similar authorities in other countries. 
• Financial statements, including the actuary's opinion, filed with 
insurance regulatory authorities, with particular consideration 
of the quality and liquidity of the company's invested assets. 
b. Obtaining and reviewing available sources of information relating to 
the assuming company, such as— 
• Insurance industry reporting and rating services. 
• Insurance department examination reports. 
• Letters relating to the adequacy of design and operation of 
internal control structure policies and procedures filed with 
regulatory authorities. 
• Insurance Regulatory Information System results filed with 
regulatory authorities. 
c. Inquiring about the assuming company's retrocessional practices 
and experience. 
d. Inquiring about the general business reputation of the assuming 
company and the background of its owners and management. 
e. Ascertaining whether the assuming company is authorized to trans-
act reinsurance within the ceding company's state of domicile or 
whether letters of credit or other means of security are provided if 
the assuming company is not so authorized. 
f. Considering the need for and evaluating the adequacy of collateral 
from the assuming company on certain reinsurance contracts. 
15. The ceding company's control procedures relating to the accuracy and 
reliability of information reported to the assuming company and amounts due 
to or from the assuming company are generally similar in nature to other 
control procedures for the recording of insurance transactions. Those control 
procedures are not addressed in this statement. 
Auditing Procedures 
16. The independent auditor's consideration of the ceding company's 
internal control structure ordinarily should include a review of the ceding 
company's procedures for determining the assuming company's ability to 
honor its commitments under the reinsurance contract. If the auditor intends 
to rely on the prescribed procedures, he should perform tests of the ceding 
company's procedures to obtain reasonable assurance that they are in use and 
operating as planned. 
17. The absence of adequate procedures by the ceding company to 
determine the assuming company's ability to honor its contractual commit-
ments, or the lack of reasonable assurance that such procedures are in use and 
operating as planned, may constitute a material weakness in the ceding 
2 The absence of one or more specific control procedures does not necessarily indicate a 
weakness in the internal control structure. 
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company 's internal control s t ructure 3 I f the auditor assesses control risk at 
the m a x i m u m level, whether because of a mater ia l weakness or other reasons, 
he should extend his procedures to evaluate the col lect ibi l i ty of amounts 
recorded in the f inancial s ta tements as receivables or reductions of l iabil i t ies 
tha t are recoverable from the assuming company. T h e auditor 's extended 
procedures m a y include certa in of the procedures specified in paragraph 14, 
but they are not necessarily l imited to those procedures. T h e auditor 's inabil-
i ty to perform the procedures he considers necessary, whether as a result of 
restrict ions imposed by the cl ient or by c i rcumstances such as the t iming of 
work, the inabi l i ty to obtain sufficient competent evidential m a t t e r , or an 
inadequacy in the account ing records, const i tutes a scope l imitat ion that m a y 
require the auditor to qual i fy his opinion or disclaim an opinion (see SAS No. 
58, Reports on Audited Financial Statements, paragraphs 40 through 48, and 
7 0 through 72) . In such c i rcumstances , the reasons for the auditor 's qual i f ica-
tion of opinion or disclaimer of opinion should be described in his report. 
18. Re insurance of life insurance permits the el imination of the reinsured 
portion of the related l iabi l i ty for future policy benefi ts from the ceding 
Company 's f inancial s ta tements . Under cer ta in c i rcumstances , reinsurance 
m a y also result in increasing current earnings or investable funds to the extent 
tha t the proceeds received from the assuming company exceed expenses 
incurred in connection with the sale and servicing of the reinsured policies. 
T h e auditor of the ceding company ordinari ly should confirm insurance 
policies in force with policyholders when ceded reinsurance act iv i t ies can 
mater ia l ly increase current earnings or investable funds. (See the s t a t e m e n t of 
position entitled Confirmation of Insurance Policies in Force, issued by the 
A I C P A Auditing S tandards Division, August 1978 . ) 
19. T o obta in reasonable assurance tha t reinsurance contrac ts are appro-
priate ly accounted for, the independent auditor of the ceding company ordina-
rily should perform procedures for selected contracts , selected transact ions , 
and related balances , which include the following: 
a. R e a d the reinsurance contrac t and related correspondence t o — 
• Obta in an understanding of the business ob ject ive of the rein-
surance contrac t . 
• D e t e r m i n e whether the contrac t should be accounted for accord-
ing to the provisions of F A S B S t a t e m e n t No. 60 , * paragraph 4 0 
(see paragraph 12 above) . 
b. T r a c e entries arising from selected reinsurance contrac ts to the 
appropr ia te records. 
c. T r a c e the selected t ransact ions to supporting documents and test 
related receivables and payables . 
3 SAS No. 60, Communication of Internal Control Structure Related Matters Noted in an 
Audit, states, "A material weakness in the internal control structure is a reportable condition in 
which the design or operation of one or more of the internal control structure elements does not 
reduce to a relatively low level the risk that errors or irregularities in amounts that would be 
material in relation to the financial statements being audited may occur and not be detected 
within a timely period by employees in the normal course of performing their assigned functions." 
SAS No. 6 0 requires the auditor to communicate to the audit committee or to individuals with a 
level of authority and responsibility equivalent to an audit committee in organizations that do not 
have one, reportable conditions, including material weaknesses in the internal control structure 
that come to his or her attention during an audit. 
* FASB Statement No. 113, Accounting and Reporting for Reinsurance of Short-Duration and 
Long-Duration Contracts, supersedes paragraphs 38 through 4 0 and 60(f) of FASB Statement No. 
6 0 and amends paragraph 44 of FASB Statement No 5. The provisions of paragraphs 3 9 and 4 0 
are incorporated in paragraph 18 of FASB Statement No. 113. FASB Statement No. 113 applies to 
financial statements for fiscal years beginning after December 15, 1992. 
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d. Obtain written confirmation of selected balances. In certain circum-
stances, confirmation of contract terms may be appropriate. 
Assumed Reinsurance 
InternaI Control Structure of the Assuming Company 
20. A significant element of the assuming company's internal control 
structure related to assumed reinsurance is appropriate control procedures 
that the company considers necessary for assessing the accuracy and reliabil-
ity of data received from the ceding company (whether the ceding company is 
domiciled in the United States or in a foreign country). The appropriate 
control procedures may vary depending on the type of contracts (such as 
yearly renewable term and coinsurance) and other factors. Principal control 
procedures of the assuming company may include 4 
a. Maintaining information relating to the business reasons for enter-
ing the reinsurance contract and anticipated results of the contract, 
such as— 
• Actuarial studies of the business assumed. 
• Anticipated profitability. 
• Anticipated termination rates. 
• Prior business experience with the ceding company. 
• The assuming company's experience on similar business. 
• Information regarding pricing and ceding commissions. 
• An indication of the frequency and content of reports from the 
ceding company. 
b. Monitoring the actual results reported by the ceding company and 
investigating the reasons for and the effects of significant deviations 
from anticipated results. 
c. Visiting the ceding company and reviewing and evaluating its sales, 
underwriting, benefits processing, and actuarial policies and proce-
dures. 
d. Obtaining from the ceding company a special-purpose report by 
their independent accountant regarding the ceding company's inter-
nal accounting controls relating to ceded reinsurance (see SAS No. 
30,* Reporting on Internal Accounting Control, paragraphs 60 and 
61). If the ceding company's independent auditor confirmed life 
insurance policies in force (see paragraph 18), the assuming com-
pany might also consider obtaining a special report from the ceding 
company's independent auditor regarding the results of those confir-
mation procedures. 
21. Additional control procedures of the assuming company may in-
clude— 
a. Obtaining and analyzing recent financial information of the ceding 
company, such as— 
• Financial statements and, if audited, the independent auditor's 
report. 
4 See footnote 2. 
* On April 20, 1992, the AICPA's Auditing Standards Board issued an exposure draft of a 
proposed Statement on Standards for Attestation Engagements, Reporting on an Entity's Internal 
Control Structure Over Financial Reporting. The Statement would supersede SAS No. 30. A final 
Statement is expected to be issued in 1993. 
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• Financial reports filed with the Securities and Exchange Com-
mission (United States), Department of Trade (United King-
dom), or similar authorities in other countries. 
• Financial statements, including the actuary's opinion, filed with 
regulatory authorities. 
b. Obtaining and reviewing available sources of information on the 
ceding company, such as— 
• Insurance industry reporting and rating services. 
• Insurance department examination reports. 
• Letters relating to the adequacy of internal control structure 
filed with regulatory authorities. 
• Insurance Regulatory Information System results filed with 
regulatory authorities. 
c. Inquiring about the general business reputation of the ceding com-
pany and the background of its owners and management. 
Auditing Procedures 
22. The independent auditor's consideration of the assuming company's 
internal control structure ordinarily should include a review of the assuming 
company's procedures for assessing the accuracy and reliability of data re-
ceived from the ceding company. If the auditor intends to rely on the 
prescribed procedures, he should perform tests of the company's procedures to 
obtain reasonable assurance that they are in use and operating as planned. 
23. The absence of adequate procedures by the assuming company to 
obtain assurance regarding the accuracy and reliability of data received from 
the ceding company, or the lack of reasonable assurance that such procedures 
are in use and operating as planned, may constitute a material weakness in 
the assuming company's internal control structure.5 If the auditor assesses 
control risk at the maximum level, whether because of a material weakness or 
other reasons, he should extend his procedures to obtain assurance regarding 
the accuracy and reliability of the data received from the ceding company. 
The auditor's extended procedures should ordinarily include, but would not 
necessarily be limited to, one or more of the following: 
a. Performing procedures such as certain of the procedures specified in 
paragraph 20 
b. Visiting the ceding company's independent auditor and reviewing 
his working papers (see SAS No. 1, section 543.12, Part of Audit 
Performed by Other Independent Auditors) 
c. Performing auditing procedures at the ceding company or request-
ing the independent auditor of the ceding company to perform 
agreed-upon procedures 
d. Obtaining the report of the ceding company's independent auditor 
on policies and procedures (related to ceded reinsurance) placed in 
operation and tests of operating effectiveness (see SAS No. 70, 
Reports on the Processing of Transactions by Service Organizations) 
The auditor's inability to perform the procedures he considers necessary, 
whether as a result of restrictions imposed by the client or by circumstances 
such as the timing of the work, the inability to obtain sufficient competent 
evidential matter, or an inadequacy in the accounting records, constitutes a 
5 See footnote 3. 
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scope limitation that may require the auditor to qualify his opinion or disclaim 
an opinion (see SAS No. 58, paragraphs 40 through 48 and 70 through 72). In 
such circumstances, the reasons for the auditor's qualification of opinion or 
disclaimer of opinion should be described in his report. 
24. To obtain reasonable assurance that reinsurance contracts are appro-
priately accounted for, the independent auditor of the assuming company 
ordinarily should perform procedures for selected contracts, selected transac-
tions, and related balances, which include the following: 
a. Read the reinsurance contract and related correspondence to— 
• Obtain an understanding of the business objective of the rein-
surance contract. 
• Determine whether the contract should be accounted for accord-
ing to the provisions of FASB Statement No. 60,* paragraph 40 
(see paragraph 12 above). 
b. Trace entries arising from selected reinsurance contracts to the 
appropriate records. 
c. Trace selected transactions to supporting documents and test the 
related receivables and payables. 
d. Obtain written confirmation of selected balances. In certain circum-
stances, confirmation of contract terms may be appropriate. 
Effective Date 
25. This statement of position provides for practices that may differ in 
certain respects from present practices. Accordingly, this statement of position 
will be effective for audits made in accordance with generally accepted 
auditing standards for periods ending on or after December 31, 1985. 
* FASB Statement No. 113, Accounting and Reporting for Reinsurance of Short-Duration and 
Long-Duration Contracts, supersedes paragraphs 38 through 4 0 and 60(f) of FASB Statement No. 
6 0 and amends paragraph 4 4 of FASB Statement No 5. The provisions of paragraphs 3 9 and 4 0 
are incorporated in paragraph 18 of FASB Statement No. 113. FASB Statement No. 113 applies to 
financial statements for fiscal years beginning after December 15, 1992. 
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NOTICE TO READERS 
Statements of Position of the Accounting Standards Division present the 
conclusions of at least a majority of the Accounting Standards Executive 
Committee, which is the senior technical body of the AICPA authorized to 
speak for the Institute in the areas of financial accounting and reporting. 
Statement on Auditing Standards No. 69, The Meaning of Present Fairly in 
Conformity with Generally Accepted Accounting Principles in the Indepen-
dent Auditor's Report, identifies AICPA Statements of Position as sources of 
established accounting principles that an AICPA member should consider if 
the accounting treatment of a transaction or event is not specified by a 
pronouncement covered by Rule 203 of the AICPA Code of Professional 
Conduct. In such circumstances, the accounting treatment specified by this 
Statement of Position should be used or the member should be prepared to 
justify a conclusion that another treatment better presents the substance of 
the transaction in the circumstances. However, an entity need not change an 
accounting treatment followed as of March 15, 1992 to the accounting treat-
ment specified in this Statement of Position. 
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Disclosure of Certain Information by 
Financial Institutions About Debt Securities 
Held as Assets 
Scope 
1. T h i s s t a t e m e n t of position provides guidance for disclosure by f inancial 
inst i tut ions of cer ta in information about debt securit ies held as assets. I t 
applies to f inancial inst i tut ions whose policy is to c a r r y such securit ies either 
a t historical cost or a t the lower of cost or m a r k e t value. Such f inancial 
inst i tut ions include banks , savings and loan associations, savings banks , credit 
unions, f inance companies , and insurance companies . E n t i t i e s other than 
f inancial inst i tut ions t h a t include f inancial inst i tution subsidiaries in their 
consolidated f inancial s t a t e m e n t s should provide the disclosures required by 
this s t a t e m e n t for debt securit ies held as assets by such subsidiaries. 
2 . As used in this s t a t e m e n t , debt securities i n c l u d e — 
• Bills, notes, and bonds issued b y — 
a. T h e federal, s ta te , and local governments in the Uni ted States 
and agencies and authori t ies of those governments . 
b. Foreign governments and agencies of those foreign govern-
ments . 
• Bonds and commerc ia l paper issued by business enterprises and not-
for-profit organizations, including collateral ized bond obligations 
and interest-only and principal-only strips of such bonds and com-
mercia l paper. 
• Mortgage-backed and other securitized debt instruments , including 
col lateral ized mortgage obligations 1 and principal-only and interest-
only strips of such instruments . 
D e b t securit ies also include preferred stock tha t , by its terms, ei ther must be 
redeemed by the issuing enterprise or is redeemable at the option of the 
investor because, for the purposes of this s t a t e m e n t , such preferred stock has 
the essential charac ter i s t i cs of debt . Other unsecurit ized commercia l and 
personal loans; notes and bonds of foreign governments classified as loans; and 
unsecurit ized leases, credit card receivables , real estate loans, construction 
loans, and automobile loans are not included in the scope of this s ta tement . 
3 . T h i s s t a t e m e n t amends the following A I C P A industry audit and 
account ing guides: 
• Audits of Banks 
• Audits of Finance Companies (Including Independent and Captive 
Financing Activities of Other Companies) 
• Audits of Property and Liability Insurance Companies 
• Audits of Stock Life Insurance Companies 
Background 
4. On M a y 2 5 , 1990 , the Accounting S tandards E x e c u t i v e C o m m i t t e e 
( A c S E C ) issued an exposure draft of a proposed s t a t e m e n t of position, Report-
1 For purposes of this statement, collateralized mortgage obligations also include instruments 
issued in equity form that are required to be accounted for as nonequity instruments under the 
consensus on Emerging Issues Task Force Issue 89-4. 
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ing by Financial Institutions of Debt Securities Held as Assets. That exposure 
draf t was issued in response to concerns t h a t the guidance on reporting debt 
securit ies held as assets in the A I C P A audit and account ing guides for the 
various f inancia l industries is uniform for par t icular industries b u t is inconsis-
t e n t from industry to industry. Fur ther , changes in the economic environment , 
deregulat ion of interest rates , the increased sophistication of interest rate and 
other risk m a n a g e m e n t techniques, and the avai lab i l i ty of new f inancial 
ins truments used to reduce or hedge interest rate risk have resulted in 
increased purchases and sales of debt securit ies classified as investments , 
which have contr ibuted to diversi ty in the appl icat ion of t h a t guidance. 
5. Regula tors of f inancial inst i tut ions have expressed concern about 
cer ta in ac t iv i t ies concerning securit ies classified as investments . Such act ivi-
t ies are described in the April 14, 1988 , Banking Circular , Selection of 
Securities Dealers and Unsuitable Investment Practices, which is reproduced 
in Appendix B. 
6. T h e exposure draft recommended guidance on reporting debt securities 
held as inves tment assets t h a t a t t e m p t e d to make more workable the assess-
ment of the abi l i ty and intent to hold such securities tha t is required under 
current l i terature . However, c o m m e n t let ters on the exposure draft raised 
signif icant questions about the sub jec t iv i ty of the guidance, and A c S E C 
concluded t h a t the proposal needed to be studied further. 
7. T h e exposure draf t proposed disclosures about debt securities held as 
assets, and m a n y commenta tors recommended expanded disclosures as an 
inter im solution. T h i s s t a t e m e n t is intended to be such an interim solution. 
Conclusions 
8. F i n a n c i a l inst i tut ions should include in the notes to their f inancial 
s t a t e m e n t s an explanat ion of their account ing policies for debt securities held, 
including the basis for classif ication into ba lance sheet captions, such as 
inves tment or trading. 
9. F inanc ia l inst i tut ions should also disclose in the notes to their f inancial 
s t a t e m e n t s the following information concerning debt securities carried at 
e i ther historical cost or the lower of cost or market value 2 : 
• For each ba lance sheet presented, the amort ized c o s t 3 , es t imated 
m a r k e t values, gross unrealized gains, and gross unrealized losses for 
each pert inent category. E x a m p l e s of such categories are the follow-
ing: 
— D e b t securit ies issued by the U.S. T r e a s u r y and other U.S. 
government corporations and agencies 
— D e b t securit ies issued by s ta tes of the U.S . and political subdivi-
sions of the s tates 
2 If a financial institution carries some debt securities at amortized cost and others at the 
lower of cost or market value and it reports them in separate balance sheet captions, these 
disclosures should be presented for each caption. 
3 Amortized cost is the face a m o u n t of the debt security increased or decreased by unamor-
tized premium, discount, finance charges, or acquisition fees and costs and m a y also reflect a 
previous direct write-down of the debt security. Total amortized cost presented in this disclosure 
should be reconciled to the amounts presented in the balance sheet, if different. 
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— D e b t securit ies issued by foreign governments and not classified 
as loans 
— Corporate securit ies 
— Mortgage-backed securit ies 
— Other debt securit ies 
• For the most recent ba lance sheet, the amort ized cost and es t imated 
m a r k e t values of debt securit ies d u e — 
a. In one year or less 
b. After one year through five years 
c. After five years through ten years 
d. After ten years 4 
• For each period for which results of operations are presented, the 
proceeds from sales 5 of such debt securit ies and gross realized gains 
and gross realized losses on such sales 
Effective Date and Transition 
10. T h i s s t a t e m e n t is e f fect ive for f inancial s t a t e m e n t s for fiscal years 
ending a f te r D e c e m b e r 15, 1990 . T h i s s t a t e m e n t need not be applied to 
f inancial s t a t e m e n t s for fiscal years ending before its e f fect ive date that , for 
compara t ive purposes, are being provided with f inancial s t a t e m e n t s for fiscal 
years ending a f ter its ef fect ive date . 
4 Securities not due a t a single m a t u r i t y date , such as mortgage-backed securities, m a y be 
included in a separate category . If such securities are not included in a separate category , the 
method used for inclusion in the m a t u r i t y table should be disclosed. 
5 As debt securities approach m a t u r i t y , their market prices tend to approach their m a t u r i t y 
amounts less interest and a factor for credit risk, and market risk diminishes as a factor in their 
pricing. For purposes of this s ta tement , securities that are sold at m a t u r i t y or near enough to 
m a t u r i t y t h a t market risk is substantially eliminated as a pricing factor m a y be excluded from 
this disclosure. 
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APPENDIX A 
Illustrative Financial Statement Disclosure 
Investment Securities 
The amortized cost and estimated market values of investments in debt 
securities are as follows:a 
Gross Gross Estimated 
Amortized Unrealized Unrealized Market 
Cost b Gains Losses Value 
U.S. Treasury 
securities and 
obligations of U.S. 
government 
corporations and 
agencies $xxxxx $xxx $(XXX) $ XXXXX 
Obligations of states 
and political 
subdivisions x x x x x XXX (XXX) XXXXX 
Debt securities issued 
by foreign 
governments x x x x x XXX (XXX) XXXXX 
Corporate securities x x x x x XXX (XXX) XXXXX 
Mortgage-backed 
securities x x x x x XXX (XXX) XXXXX 
Other debt securities x x x x x XXX (XXX) XXXXX 
Totals $xxxxx $xxx $(XXX) $ XXXXX 
The amortized cost and estimated market value of debt securities at 
December 31, 19XX, by contractual maturity, are shown below. Expected 
maturities will differ from contractual maturities because borrowers may have 
the right to call or prepay obligations with or without call or prepayment 
penalties. 
a This information should be provided for each balance sheet presented that is dated after 
December 15, 1990. 
b See footnote 3. 
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Estimated 
Amortized Market 
Cost Value 
Due in one year or less $ X X X $ X X X 
Due after one year through five years X X X X X X 
Due after five years through ten years X X X X X X 
Due after ten years X X X X X X 
X X X X X X X X 
Mortgage-backed securities X X X X X X 
$ X X X X X $ X X X X X 
Proceeds from sales of investments in debt securities during 1 9 X X were 
$ Gross gains of $ and gross losses of $ were realized on 
those sales.c 
c T h i s information should be provided for each period for which results of operations are 
presented for periods ending af ter December 15, 1 9 9 0 . 
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APPENDIX B 
BANKING CIRCULAR—SELECTION OF SECURITIES 
DEALERS AND UNSUITABLE INVESTMENT PRACTICES * 
PURPOSE 
T h i s issuance is to provide you with recommended procedures to be employed 
by all nat ional banks when select ing securit ies dealers and to advise you of 
cer ta in securit ies ac t iv i t ies t h a t the depository inst i tut ion regulators view as 
unsuitable in an inves tment portfolio. T h e Federa l F i n a n c i a l Ins t i tu t ion 
E x a m i n a t i o n Council ( F F I E C ) recent ly endorsed the same policy s t a t e m e n t . 
Adoption of the F F I E C policy is intended to achieve uniform and ef fect ive 
supervision b y depository inst i tut ion inves tment portfolio managers . T h e 
following is the text of the policy s t a t e m e n t . 
BACKGROUND 
T h e depository inst i tut ion regulators have become aware of speculat ive act iv-
i ty which has taken place in a number of depository inst i tut ions ' inves tment 
portfolios. Cer ta in of these inst i tut ions have failed because of the speculat ive 
act ivi t ies , and other inst i tut ions have been weakened s ignif icant ly as their 
earnings and capi ta l have been impaired and the l iquidity of their securit ies 
has been eroded by the depreciat ion in their m a r k e t value. 
Speculat ive a c t i v i t y often occurs when a depository inst i tut ion 's inves tment 
portfolio m a n a g e r follows the advice of securit ies dealers who, in order to 
generate commission income, encourage speculat ive prac t i ces tha t are unsuita-
ble for the inves tment portfolio. 
RECOMMENDATIONS CONCERNING THE SELECTION OF A 
SECURITIES DEALER 
I t is common for the inves tment portfolio managers of m a n y depository 
inst i tut ions to rely on the expert ise and advice of a securit ies sales representa-
tive for: recommendat ions of proposed investments ; inves tment strategies ; and 
the t iming and pricing of securit ies t ransact ions . Accordingly, it is important 
for the m a n a g e m e n t of depository inst i tut ions to know the securit ies f irms and 
the personnel with whom they deal. An inves tment portfolio m a n a g e r should 
not engage in securit ies t ransact ions with a n y securit ies dealer t h a t is unwill-
ing to provide complete and t imely disclosure of its f inancial condition. 
M a n a g e m e n t must review the dealer 's f inancia l s t a t e m e n t s and make a 
judgment about the abi l i ty of the dealer to honor its c o m m i t m e n t s . An inquiry 
into the general reputat ion of the dealer also is necessary. 
T h e board of directors a n d / o r an appropr ia te board c o m m i t t e e should review 
and approve a list of securit ies f irms with whom the depository's m a n a g e m e n t 
is authorized to do business. T h e following securit ies dealer selection s tandards 
are recommended, but are not all inclusive. T h e dealer selection process should 
include: 
• a consideration of the abi l i ty of the securit ies dealer and its subsidi-
aries or af f i l iates to fulfill c o m m i t m e n t s as evidenced by capi ta l 
s trength and operat ing results disclosed in current f inancial da ta , 
annual reports, credit reports, etc . ; 
* This banking circular was distributed by the comptroller of the currency on April 14, 1988 , 
to chief executive officers of all national banks, deputy comptrollers, and all examining personnel. 
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• an inquiry into the dealer's general reputation for financial stability 
and fair and honest dealings with customers, including an inquiry of 
past or current financial institution customers of the securities 
dealer; 
• an inquiry of appropriate State or Federal securities regulators and 
securities industry self-regulatory organizations, such as the 
National Association of Securities Dealers, concerning any formal 
enforcement actions against the dealer or its affiliates or associated 
personnel; 
• an inquiry, as appropriate, into the background of the sales repre-
sentative to determine his or her experience and expertise; 
• a determination whether the depository institution has appropriate 
procedures to establish possession or control of securities purchased. 
Purchased securities and repurchase agreement collateral should 
only be kept in safekeeping with selling dealers when (1) the board is 
completely satisfied as to the creditworthiness of the securities 
dealer and (2) the aggregate value of securities held in safekeeping 
in this manner is within credit limitations that have been approved 
by the board of directors, or a committee of the board, for unsecured 
transactions (see FFIEC Policy Statement adopted October 1985). 
Federal credit unions, when entering into a repurchase agreement 
with a broker/dealer, are not permitted to maintain the collateral 
with the broker/dealer, reference part 703 of the National Credit 
Union Administration rules and regulations. 
As part of the process of managing a depository institution's relationships with 
securities dealers the board of directors may wish to consider including in the 
financial institution's code of ethics or code of conduct a prohibition by those 
employees, who are directly involved in purchasing and selling securities for 
the depository institution, from engaging in personal securities transactions 
with the same securities firm that the depository institution uses for its 
transactions without specific board approval and periodic review. The board 
also may wish to adopt a policy applicable to directors, officers or employees 
concerning the receipt of gifts, gratuities or travel expenses from approved 
dealer firms and their personnel (also see in this connection the Bank Bribery 
Law, 18 USC 215 and interpretive releases). 
OBJECTIONABLE INVESTMENT PRACTICES 
Depository institution directors are responsible for prudent administration of 
investments in securities. An investment portfolio traditionally has been 
maintained by a depository institution to provide earnings, liquidity and a 
means of diversifying risks. When investment transactions are entered into in 
anticipation of taking gains on short-term price movements, the transactions 
are no longer characteristic of investment activities and should be conducted 
in a securities trading account. Securities trading of the types described in 
section I of the attached appendix will be viewed as unsuitable activities when 
they are conducted in a depository institution's investment account. Securities 
trading should take place only in a closely supervised trading account and be 
undertaken only by institutions that have strong capital and current earnings 
positions. Acquisitions of the various forms of zero coupon, stripped obligations 
and asset-backed securities residuals discussed in section II of the attached 
appendix will receive increased regulatory attention and, depending upon the 
circumstances, may be considered unsuitable for a depository institution. 
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State chartered financial institutions are cautioned that certain of the invest-
ment practices listed in the appendix may violate state law. If any such 
practices are contemplated, the appropriate state supervisor should be con-
sulted regarding permissibility under state law. 
Appendix to FFIEC Supervisory Policy Statement on the 
Selection of Securities Dealers and Unsuitable Investment 
Practices 
I. TRADING IN T H E INVESTMENT PORTFOLIO 
Trading in the investment portfolio is characterized by a high volume of 
purchase and sale activity, which when considered in light of a short holding 
period for securities, clearly demonstrates management's intent to profit from 
short-term price movements. In this situation, a failure to follow accounting 
and reporting standards applicable to trading accounts may result in a 
misstatement of the depository institution's income and a filing of false 
regulatory reports and other published financial data. It is an unsafe and 
unsound practice to record and report holdings of securities that result from 
trading transactions using accounting standards which are intended for invest-
ment portfolio transactions; therefore, the discipline associated with account-
ing standards applicable to trading accounts is necessary. Securities held in 
trading accounts should be marked to market, or the lower of cost or market, 
periodically with unrealized gains or losses recognized in current income. 
Prices used in periodic revaluations should be obtained from sources that are 
independent of the securities dealer doing business with the depository. 
The following practices are considered to be unsuitable when they occur in a 
depository institution's investment portfolio. 
A. "Gains Trading". "Gains trading" is a securities trading activity conducted 
in an investment portfolio, often termed "active portfolio management." 
"Gains trading" is characterized by the purchase of a security as an invest-
ment and the subsequent sale of that same security at a profit within several 
days or weeks. Those securities initially purchased with the intent to resell are 
retained as investment portfolio assets if they cannot be sold at a profit. These 
"losers" are retained in the investment portfolio because investment portfolio 
holdings are accounted for at cost, and losses are not recognized unless the 
security is sold. "Gains trading" often results in a portfolio of securities with 
extended maturities, lower credit quality, high market depreciation and lim-
ited practical liquidity. 
In many cases, "gains trading" has involved the trading of "when-issued" 
securities and "pair-offs" or "corporate settlements" because the extended 
settlement period associated with these practices allows speculators the oppor-
tunity for substantial price changes to occur before payment for the securities 
is due. 
B. "When-Issued" Securities Trading. "When-issued" securities trading is the 
buying and selling of securities in the interim between the announcement of an 
offering and the issuance and payment date of these securities. A purchaser of 
a "when-issued" security acquires all the risks and rewards of owning a 
security and may sell the "when-issued" security at a profit before taking 
delivery and paying for it. Frequent purchases and sales of securities during 
the "when-issued" period generally are indications of trading activity and 
should not be conducted in a bank's investment portfolio. 
C. "Pair-Offs". A "pair-off" is a security purchase transaction which is closed 
out or sold at, or prior to, settlement date. As an example, an investment 
portfolio manager will commit to purchase a security; then, prior to the 
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predetermined settlement date, the portfolio manager will "pair-off" the 
purchase with a sale of the same security prior to, or on, the original 
settlement date. Profits or losses on the transaction are settled by one party to 
the transaction remitting to the counter party the difference between the 
purchase and sale price. Like "when-issued" trading, "pair-offs" permit specu-
lation on securities price movements without paying for the securities. 
D. Corporate Settlement on U.S. Government and Federal Agency Securities 
Purchases. Regular-way settlement for transactions in U.S. Government and 
Federal agency securities is one business day after the trade date. Regular-way 
settlement for corporate securities is five business days after the trade date. 
The use of a corporate settlement method (5 business days) for U.S. Govern-
ment securities purchases appears to be offered by dealers in order to facilitate 
speculation on the part of the purchaser. 
E. Repositioning Repurchase Agreements. Dealers who encourage speculation 
through the use of "pair-off," "when-issued" and "corporate settlement" 
transactions often provide the financing at settlement of purchased securities 
which cannot be sold at a profit. The buyer purchasing the security pays the 
dealer a small "margin" that is equivalent roughly to the actual loss in the 
security. The dealer then agrees to fund the purchase by buying the security 
back from the purchaser under a resale agreement. Apart from imprudently 
funding a longer-term, fixed-rate asset with short-term, variable-rate source 
funds, the purchaser acquires all the risks of ownership of a large amount of 
depreciated securities for a very small margin payment. Purchasing securities 
in these circumstances is inherently speculative and is a wholly unsuitable 
investment practice for depository institutions. 
F. Short Sales. A short sale is the sale of a security that is not owned. The 
purpose of a short sale generally is to speculate on the fall in the price of the 
security. Short sales are speculative transactions that should be conducted in a 
trading account, and when conducted in the investment portfolio, they are 
considered to be unsuitable. 
Short sales are not permissible activities for Federal credit unions. 
II. S T R I P P E D MORTGAGE-BACKED SECURIT IES, RESIDU-
ALS, AND ZERO COUPON BONDS 
There are advantages and disadvantages in owning these products. A deposi-
tory institution must consider the liquidity, marketability, pledgeability, and 
price volatility of each of these products prior to investing in them. It may be 
unsuitable for a depository institution to commit significant amounts of funds 
to long-term stripped mortgage-backed securities, residuals and zero coupon 
bonds which fluctuate greatly in price. 
A. Stripped Mortgage-Backed Securities (SMBS) consist of two classes of 
securities with each class receiving a different portion of the monthly interest 
and principal cash flows from the underlying mortgage-backed securities. In 
its purest form, an SMBS is converted into an interest-only (IO) strip, where 
the investor receives 100% of the interest cash flows, and a principal-only (PO) 
strip, where the investor receives 100% of the principal cash flows. 
All IOs and POs have highly volatile price characteristics based, in part, on 
the prepayment of the underlying mortgages and consequently on the matur-
ity of the stripped security. Generally, POs will increase in value when interest 
rates decline while IOs increase in value when interest rates rise. Accordingly, 
the purchase of an IO strip may serve, theoretically, to offset the interest rate 
risk associated with mortgages and similar instruments held by a depository 
institution. Similarly, a PO may be useful as an offset to the effect of interest 
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rate movements on the value of mortgage servicing. However, when purchas-
ing an IO or PO the investor is speculating on the movements of future 
interest rates and how these movements will affect the prepayment of the 
underlying collateral. Furthermore, those SMBS that do not have the guaran-
tee of a government agency or a government-sponsored agency as to the 
payment of principal and interest have an added element of credit risk. 
As a general rule, SMBS cannot be considered as suitable investments for the 
vast majority of depository institutions. SMBS, however, may be appropriate 
holdings for depository institutions that have highly sophisticated and well-
managed securities portfolios, mortgage portfolios or mortgage banking func-
tions. In such depository institutions, however, the acquisition of SMBS should 
be undertaken only in conformance with carefully developed and documented 
plans prescribing specific positioning limits and control arrangements for 
enforcing these limits. These plans should be approved by the institution's 
board of directors and vigorously enforced. 
In those depository institutions that prepare their published financial state-
ments in accordance with Generally Accepted Accounting Principles, SMBS 
holdings must be accounted for in accordance with Financial Accounting 
Standards Board Statement No. 91 (FAS No. 91) which requires that the 
carrying amount be adjusted when actual prepayment experience differs from 
prepayment estimates. Other institutions may account for their SMBS hold-
ings under FAS No. 91 or alternatively at market value or the lower of cost or 
market value. 
Several states have adopted, or are considering, regulations that prohibit state 
chartered banks from purchasing IO strips. Accordingly, state chartered 
institutions should consult with their state regulator concerning the permissi-
bility of purchasing SMBS. 
B. Asset-Backed Securities (ABS) Residuals. Residuals are the excess cashflows 
from an ABS transaction after the payments due to the bondholders and the 
trust administrative expenses have been satisfied. This cashflow is extremely 
sensitive to prepayments, and thus has a high degree of interest rate risk. 
Generally, the value of residual interests in ABS rises when interest rates rise. 
Theoretically a residual can be used as a risk management tool to offset 
declines in the value of fixed-rate mortgage or ABS portfolios. However, it 
should be understood by all residual interest purchasers that the "yield" on 
these instruments is inversely related to their effectiveness as a risk manage-
ment vehicle. In other words, the highest yielding ABS residuals have limited 
risk management value usually due to a complicated ABS structure and/or 
unusual collateral characteristics that make modeling and understanding the 
economic cashflows very difficult. 
Alternatively, those residuals priced for modest yields generally have positive 
risk management characteristics. 
In conclusion, it is important to understand that a residual cashflow is highly 
dependent upon the prepayments received. Caution should be exercised when 
purchasing a residual interest, especially higher "yielding" interests, because 
the risk associated over the life of the ABS may warrant an even higher return 
in order to adequately compensate the investor for the interest rate risk 
assumed. Purchases of these equity interests should be supported by in-house 
evaluations of possible rate of return ranges in combination with varying 
prepayment assumptions. 
Residual interests in ABS are not permissible acquisitions for Federal credit 
unions. Holdings of ABS residuals by other institutions should be accounted for 
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in the manner discussed under stripped mortgage-backed securities and should 
be reported as "Other Assets" on regulatory reports. 
C. Other Zero Coupon or Stripped Products. The interest and/or principal 
portions of U.S. Government obligations are sometimes sold to depository 
institutions in the form of stripped coupons, stripped bonds (principal), 
STRIPS, or propriety products, such as CATs or TIGRs. Also, Original Issue 
Discount Bonds (OIDs) have been issued by a number of municipal entities. 
Longer maturities of these instruments can exhibit extreme price volatility 
and, accordingly, disproportionately large long-maturity holdings (in relation 
to the total portfolio) of zero coupon securities appear to be unsuitable for 
investment holdings for depository institutions. 
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NOTICE TO READERS 
Statements of Position of the Accounting Standards Division present the 
conclusions of at least a majority of the Accounting Standards Executive 
Committee, which is the senior technical body of the AICPA authorized to 
speak for the Institute in the areas of financial accounting and reporting. 
Statement on Auditing Standards No. 69, The Meaning of Present Fairly in 
Conformity With Generally Accepted Accounting Principles in the Indepen-
dent Auditor's Report, identifies AICPA Statements of Position as sources of 
established accounting principles that an AICPA member should consider if 
the accounting treatment of a transaction or event is not specified by a 
pronouncement covered by Rule 203 of the AICPA Code of Professional 
Conduct. In such circumstances, the accounting treatment specified by this 
Statement of Position should be used or the member should be prepared to 
justify a conclusion that another treatment better presents the substance of 
the transaction in the circumstances. 
Material appearing in footnote 2 and the indented portion of paragraph A-5 of 
the Appendix is copyrighted by the Financial Accounting Standards Board, 
401 Merritt 7, P.O. Box 5116, Norwalk, Connecticut, 06856-5116, U.S.A. It is 
reprinted by permission. Copies of the complete document are available from 
the FASB. 
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SUMMARY 
This statement of position (SOP) provides guidance on measuring foreclosed 
assets and in-substance foreclosed assets after foreclosure. It applies to all 
reporting entities, except those that account for assets at fair value or market 
value. It applies to all assets obtained through foreclosure or repossession, 
except for inventories, marketable equity securities, and real estate previously 
owned by the lender and accounted for under FASB Statement of Financial 
Accounting Standards No. 67, Accounting for Costs and Initial Rental Opera-
tions of Real Estate Projects. 
Under the SOP, there is a rebuttable presumption that foreclosed assets are 
held for sale. The SOP recommends that foreclosed assets held for sale be 
carried at the lower of (a) fair value minus estimated costs to sell or (b) cost. 
Foreclosed assets held for the production of income should be treated the same 
way they would be had the assets been acquired in a manner other than 
through foreclosure. 
The SOP should be applied to foreclosed assets in annual financial statements 
for periods ending on or after December 15, 1992. 
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Accounting for Foreclosed Assets 
Scope 
1. T h i s s t a t e m e n t of posit ion ( S O P ) provides g u i d a n c e on d e t e r m i n i n g the 
b a l a n c e sheet t r e a t m e n t of foreclosed a s s e t s 1 a f t e r foreclosure. ( P a r a g r a p h s 
A - 6 a n d A-7 of t h e A p p e n d i x discuss the exclusion from this S O P of conclusions 
on t h e a c c o u n t i n g t r e a t m e n t of resul ts of o p e r a t i o n s r e l a t e d to foreclosed assets 
held for sa le . ) I t appl ies to all r epor t ing en t i t i e s e x c e p t those t h a t a c c o u n t for 
asse ts a t m a r k e t v a l u e or fa i r va lue , such as broker-dealers , fu tures commis-
sion m e r c h a n t s , a n d i n v e s t m e n t c o m p a n i e s . I t appl ies to all assets o b t a i n e d 
t h r o u g h foreclosure or repossession e x c e p t for (a) inventor ies t h a t a r e covered 
b y c h a p t e r 4 of A c c o u n t i n g R e s e a r c h B u l l e t i n No. 4 3 , Restatement and 
Revision of Accounting Research Bulletins; (b) marketable equity securities 
t h a t a r e covered b y F i n a n c i a l A c c o u n t i n g S t a n d a r d s B o a r d ( F A S B ) S t a t e m e n t 
of F i n a n c i a l A c c o u n t i n g S t a n d a r d s ( S t a t e m e n t ) No. 12, Accounting for Cer-
tain Marketable Securities; a n d (c) foreclosed real e s t a t e previously owned b y 
the lender a n d a c c o u n t e d for under F A S B S t a t e m e n t No. 6 7 , Accounting for 
Costs and Initial Rental Operations of Real Estate Projects. Except for the 
r e q u i r e m e n t s in p a r a g r a p h s 12 and 17 , the conclusions of th is S O P do not 
a p p l y to i n - s u b s t a n c e foreclosed asse ts (see p a r a g r a p h A - 1 0 of the Appendix ) . 
Background 
2 . P a r a g r a p h 2 9 of F A S B S t a t e m e n t No. 15, Accounting by Debtors and 
Creditors for Troubled Debt Restructurings, issued in 1977, requires the 
following: " A f t e r a t r o u b l e d d e b t r e s t r u c t u r i n g , a c redi tor shall a c c o u n t for 
asse t s r e c e i v e d in s a t i s f a c t i o n of a r e c e i v a b l e the s a m e as if the assets had been 
a c q u i r e d for c a s h . " T h a t r e q u i r e m e n t has been i n t e r p r e t e d in diverse ways. 
3 . T h e A m e r i c a n I n s t i t u t e of C e r t i f i e d P u b l i c A c c o u n t a n t s ' ( A I C P A ' s ) 
Industry Audit Guide Audits of Stock Life Insurance Companies requires that 
foreclosed real e s t a t e b e car r ied a t the lower of cost (less a c c u m u l a t e d depreci -
a t i o n ) or m a r k e t v a l u e , ne t of a n y e n c u m b r a n c e s . P a r a g r a p h s 17 a n d 2 1 of 
SOP 75-2, Accounting Practices of Real Estate Investment Trusts (as 
a m e n d e d b y S O P 7 8 - 2 ) , r equi re t h a t e s t i m a t e d losses on individual loans a n d 
proper t i es b e b a s e d on ne t r e a l i z a b l e va lue . T h e g u i d a n c e in the A I C P A Audit 
and Accounting Guide Audits of Savings Institutions and in the Industry 
A u d i t G u i d e Audits of Finance Companies a r e c o n s i s t e n t with S O P s 7 5 - 2 and 
7 8 - 2 . T h e A I C P A I n d u s t r y Audi t G u i d e Audits of Banks s t a t e s t h a t subse-
q u e n t to foreclosure, a loss on foreclosed real e s t a t e should be recognized if cost 
c a n n o t b e recovered through sale or use, b u t it does not i n d i c a t e how the loss is 
to b e m e a s u r e d . T h e A I C P A Audi t a n d A c c o u n t i n g G u i d e Audits of Property 
and Liability Insurance Companies does not address a c c o u n t i n g for foreclosed 
assets . 
4 . I n p r a c t i c e , a c c o u n t i n g b y credi tors for foreclosed assets , p a r t i c u l a r l y 
real e s t a t e assets , is diverse . A f t e r foreclosure, some enterpr i ses c o n t i n u e to 
w r i t e down t h e c a r r y i n g a m o u n t of foreclosed assets for s u b s e q u e n t , f u r t h e r 
dec l ines in fa i r v a l u e ; o thers do not . A f t e r foreclosure, some enterpr i ses 
d i scount p r o j e c t e d cash flows r e l a t e d to foreclosed asse ts in e s t i m a t i n g net 
r e a l i z a b l e v a l u e of those assets ; o thers do not . 
1 As used in this SOP, the te rm foreclosed assets includes all assets received in satisfaction of 
a receivable in a troubled debt restructuring, as the term is used in F A S B S t a t e m e n t No. 15, 
Accounting by Debtors and Creditors for Troubled Debt Restructurings. It includes real property 
and personal property ; equity interests in corporations, partnerships, and joint ventures; and 
beneficial interests in trusts . 
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5. Sections 4(b)(1) and 4(b)(2)(A) of the Home Owners' Loan Act of 1933 
as amended by the Financial Institutions Reform, Recovery and Enforcement 
Act of 1989 generally provide that the director of the Office of Thrift 
Supervision prescribe uniform accounting and disclosure standards for savings 
associations, to be used in determining associations' compliance with applica-
ble regulations, and incorporate generally accepted accounting principles into 
those standards to the same degree that such principles are used to determine 
compliance with regulations prescribed by federal banking agencies. Section 
1215 of the Financial Institutions Reform, Recovery and Enforcement Act of 
1989 also provides the following: 
Before the end of the 1-year period beginning on the date of the enactment of 
this Act [August 9, 1989], each appropriate Federal banking agency (as 
defined in section 3(q) of the Federal Deposit Insurance Act) shall establish 
uniform accounting standards to be used for determining the capital ratios of 
all federally insured depository institutions and for other regulatory purposes. 
Each such agency shall report annually to the Chairman and ranking minor-
ity member of the Committee on Banking, Housing, and Urban Affairs of the 
Senate and the Chairman and ranking minority member of the Committee on 
Banking, Finance and Urban Affairs of the House of Representatives any 
differences between the capital standards used by such agency and capital 
standards used by any other such agency. Each such report shall contain an 
explanation of the reasons for any discrepancy in such capital standards, and 
shall be published in the Federal Register. 
6. The chairman of the Federal Home Loan Bank Board (now the Office 
of Thrift Supervision) asked the AICPA in 1987 to address the inconsistency 
between banks and savings and loan associations in accounting for loans and 
real estate assets. The AICPA's Accounting Standards Executive Committee 
(AcSEC) attempted to eliminate that inconsistency in 1988 and 1989 but 
decided to refer the matter to the FASB at that time. On April 4, 1989, soon 
after AcSEC's decision to refer the matter to the FASB, the chairman of the 
Federal Home Loan Bank Board wrote to the chairman of the Securities and 
Exchange Commission (SEC) asking that the SEC or its staff remove the 
inconsistency for public reporting entities. The SEC has not done so. 
7. Further, the chairman of the Federal Deposit Insurance Corporation, 
in a letter to the FASB dated November 8, 1989, asked the FASB to assist in 
developing "uniform accounting standards among depository institutions." In 
that letter, the chairman stated that "the accounting treatment in practice for 
certain transactions among participants in the financial services industry 
seems to be more a reflection of the type of charter than the substance of the 
transaction." Furthermore, the chairman "urge[d] the FASB to reconcile the 
different accounting practices outlined in [AICPA] guides for thrifts, banks, 
and finance companies." In early 1990, AcSEC decided that it could deal with 
the inconsistencies and diversity in accounting for foreclosed assets, and this 
SOP is a result of that decision. 
8. AcSEC believes that all enterprises, not just financial institutions, 
should account for foreclosed assets held for sale the same way, except that 
enterprises that account for assets at market value or fair value should not 
change their accounting. AcSEC's primary objectives in issuing this statement 
of position are to reduce the inconsistencies and diversity in accounting for 
foreclosed assets and to improve the understandability, comparability, and 
relevance of amounts reported as foreclosed assets in balance sheets. Another 
objective is to make all of the AICPA Audit and Accounting Guides and SOPs 
consistent on this matter. Achieving those objectives will also address the 
needs of Congress and the thrift and banking regulators 
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9. This SOP affects the following AICPA statements of position and 
industry audit and accounting guides: 
a. SOP 75-2, Accounting Practices of Real Estate Investment Trusts, 
paragraphs 15-23, 25, 27, 28, 29a, 29b, and 29c 
b. SOP 78-2, Accounting Practices of Real Estate Investment Trusts, 
paragraph 6 
c. Audits of Banks 
d. Audits of Savings Institutions 
e. Audits of Finance Companies 
f. Audits of Property and Liability Insurance Companies 
g. Audits of Stock Life Insurance Companies 
h. Guide for the Use of Real Estate Appraisal Information 
Conclusions 
Held-for-Sale Presumption 
10. Most enterprises do not intend to hold foreclosed assets for the 
production of income but intend to sell them; in fact, some laws and regula-
tions applicable to financial institutions require the sale of foreclosed assets. 
Therefore, under this SOP, it is presumed that foreclosed assets are held for 
sale and not for the production of income. That presumption may be rebutted, 
except for in-substance foreclosed assets, by a preponderance of the evidence. 
If the held-for-sale presumption is not rebutted, the asset should be classified 
in the balance sheet as held for sale. 
11. The presumption of sale can be rebutted if ( a ) management intends 
to hold a foreclosed asset for the production of income, (b ) that intent is not 
inconsistent with the enterprise's ability to do so or with laws or regulations, 
including the manner in which the laws or regulations are administered by 
federal or state regulatory agencies, and ( c ) that intent is supported by a 
preponderance of the evidence. 
Foreclosed Assets Held for Sale 
12. After foreclosure, foreclosed assets held for sale should be carried at 
the lower of ( a ) fair value2 minus estimated costs to sell or (b ) cost.3 Such 
determination should be made on an individual asset basis. If the fair value of 
2 Fair value, as used in this SOP, is defined in paragraph 13 of FASB Statement No. 15 as 
follows: 
The fair value of the assets transferred is the amount that the . . . [creditor] could reasonably 
expect to receive for them in a current sale between a willing buyer and a willing seller, that 
is, other than in a forced or liquidation sale. Fair value of assets shall be measured by their 
market value if an active market for them exists. If no active market exists for the assets 
transferred but exists for similar assets, the selling prices in that market may be helpful in 
estimating the fair value of the assets transferred. If no market price is available, a forecast 
of expected cash flows may aid in estimating the fair value of assets transferred, provided the 
expected cash flows are discounted at a rate commensurate with the risk involved.6 
6 Some factors that may be relevant in estimating the fair value of various kinds of assets are 
described in paragraphs 8 8 and 8 9 of APB [Accounting Principles Board] Opinion No. 16 
["Business Combinations"], paragraphs 12-14 of APB Opinion No. 21, "Interest on Receiv-
ables and Payables," and paragraph 25 of APB Opinion No. 29, "Accounting for Nonmone-
tary Transactions." 
3 The cost of such assets at the time of foreclosure is the fair value of the asset foreclosed or 
repossessed. Any specific valuation allowance related to the loan should not be carried forward. 
This SOP provides no guidance for determining cost subsequent to foreclosure (see paragraphs A-6 
and A-7 of the Appendix). 
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the asset minus the es t imated costs to sell the asset is less than the cost of the 
asset , the def ic iency should be recognized as a valuat ion allowance. I f the fair 
value of the asset minus the es t imated costs to sell the asset subsequently 
increases and the fair value of the asset minus the es t imated costs to sell the 
asset is more than its carry ing amount , the valuat ion allowance should be 
reduced, but not below zero. Increases or decreases in the valuation allowance 
should be charged or credited to income. 4 
13. T h e amount of a n y senior debt (pr incipal and accrued interest) to 
which the asset is subject should be reported as a l iabi l i ty at the t ime of 
foreclosure and not be deducted from the carrying amount of the asset; 
p a y m e n t s on such debt should be charged to the l iabi l i ty . In teres t t h a t accrues 
a f te r foreclosure should be recognized as interest expense. 
14. FASB Statement No. 67, Accounting for Costs and Initial Rental 
Operations of Real Estate Projects, was extracted by the FASB from SOP 78-3, 
Accounting for Costs to Sell and Rent, and Initial Rental Operations of Real 
Estate Projects; SOP 80-3, Accounting for Real Estate Acquisition, Develop-
ment, and Construction Costs, and the AICPA Industry Audit Guide Account-
ing for Retail Land Sales. These documents did not, in the opinion of A c S E C , 
apply to foreclosed real es ta te held for sale. A c S E C therefore believes tha t the 
fair-value test in this SOP, not the net-real izable-value test in F A S B State-
ment No. 6 7 , should be applied to foreclosed real es ta te held for sale, except 
when the foreclosed real es ta te was previously owned by the lender and 
accounted for under F A S B S t a t e m e n t No. 6 7 , in which case such foreclosed 
assets should be accounted for under F A S B S t a t e m e n t No. 67 . 
Foreclosed Assets Held for the Production of Income 
15. Af ter foreclosure, assets determined to be held for the production of 
income (and not held for sale) should be reported and accounted for in the 
same way t h a t they would be had the assets been acquired other than through 
foreclosure. 
Change in Classification 
16. I f it is subsequent ly decided that a foreclosed asset classified as held 
for sale will be held for the production of income, the asset should be 
reclassified from the held-for-sale category. T h e reclassif ication should be 
made a t the amount the asset 's carrying amount would have been had the 
asset been held for the production of income since the t ime of foreclosure. 
Selling costs included in the valuat ion allowance should be reversed. T h e net 
ef fect should be reported in income from continuing operations in the period in 
which the decision not to sell the asset is made. 
Effective Date and Transition 
17. T h i s S O P should be applied to foreclosed assets in annual f inancial 
s t a t e m e n t s for periods ending on or a f ter D e c e m b e r 15, 1992 , with earlier 
appl icat ion permit ted . On init ial appl icat ion of this SOP, all enterprises should 
adjust the carry ing amount of foreclosed assets held for sale to the lower of (a) 
the fair value of the asset minus the es t imated costs to sell the asset or (b) the 
cost of the asset as of the date of the init ial adoption of this SOP. For m a n y 
enterprises , adoption of this S O P will result in a change in accounting princi-
4 Because the allowance is considered a valuation adjustment, insurance enterprises should 
report changes in the valuation allowance as realized gains and losses in income, not as unrealized 
gains and losses in equity. 
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pie. The nature of the change should be disclosed in the financial statements of 
the period in which the change is made. Any adjustment arising from the 
initial application of this SOP should be included in income from continuing 
operations in the period in which the change is made. No restatement of 
previously issued financial statements or cumulative-effect adjustment as of 
the beginning of the year this SOP is first applied is permitted. 
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APPENDIX 
Discussion of Major Comments on the Exposure Draft 
A-1. This Appendix summarizes considerations that were deemed signifi-
cant by members of AcSEC in reaching the conclusions in this SOP. 
A-2. In the exposure draft, AcSEC concluded that there is a rebuttable 
presumption that foreclosed assets are held for sale and that foreclosed assets 
held for sale should be carried at the lower of cost or fair value minus the 
estimated costs to sell. Few respondents objected to those conclusions. 
Held-for-Sale Presumption 
A-3. Some respondents requested more explanation of the circumstances 
under which the held-for-sale presumption could be rebutted. After considering 
the concerns expressed by respondents about the rebuttable presumption, 
AcSEC decided not to give detailed, specific guidance, thereby allowing for the 
exercise of judgment in determining whether the presumption is rebutted by 
the facts in particular circumstances. 
A-4. AcSEC recognizes that some enterprises may hold foreclosed assets 
for several years before sale and may even operate the assets, but concludes 
that a holding period in excess of one year does not, in and of itself, rebut the 
held-for-sale presumption. Further, AcSEC notes that if the form of the 
foreclosed asset is a majority interest in an enterprise, FASB Statement No. 
94, Consolidation of All Majority-Owned Subsidiaries, requires the subsidiary 
to be consolidated unless control is likely to be temporary. 
Fair Value 
A-5. Some respondents requested guidance on the determination of fair 
value. AcSEC recognizes that estimating fair value requires judgment. AcSEC 
concluded, however, that it would be inappropriate and is unnecessary to 
develop a new definition of fair value in this SOP, and that the definition of 
fair value in FASB Statement No. 15 should be used in this SOP. Moreover, 
AcSEC believes that the following discussion about fair value from Statement 
No. 15, particularly paragraph 82, will be helpful in implementing this SOP. 
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Concept of Fair Value 
79. Some respondents to the Exposure Draft continued to argue that all 
troubled debt restructurings should be accounted for as modifications of the 
terms of debt and that none should be accounted for as transfers of assets 
(paragraphs 66 and 67). Others accepted the need to account for some 
troubled debt restructurings as asset transfers but held that obtaining assets 
through foreclosure or repossession under terms included in lending agree-
ments should be distinguished from obtaining assets in exchange for cash or in 
other "asset swaps." They contended that (a) only the form of the asset is 
changed by foreclosure or repossession, (b) the substance of a secured loan is 
that the lender may choose either to postpone receipt of cash or take the asset 
to optimize cash receipts and recovery of its investment, and (c) foreclosure 
or repossession is not the completion of a lending transaction but merely a 
step in the transaction that begins with lending cash and ends with collecting 
cash. 
80. The Board rejected those arguments for the reasons given in paragraphs 
71-77, emphasizing that an event in which (a) an asset is transferred between 
debtor and creditor, (b) the creditor relinquishes all or part of its claim 
against the debtor, and (c) the debtor is absolved of all or part of its 
obligation to the creditor is the kind of event that is the basis of accounting 
under the existing transaction-based accounting framework. To fail to recog-
nize an event that fits the usual description of a transaction and to recognize 
only the lending and collection of cash as transactions would significantly 
change the existing accounting framework. 
81. Use of the fair value of an asset transferred to measure the debtor's gain 
on restructuring and gain or loss on the asset's disposal or the creditor's cost 
of acquisition is not adopting some kind of "current value accounting." On 
the contrary, that use of fair value is common practice within the existing 
accounting framework. Paragraph 13 of this Statement explains briefly the 
meaning of fair value and refers to APB Opinions No. 16, No. 21, and No. 29, 
which use fair value in the same way and provide guidance about determin-
ing fair values within the existing accounting framework. The term fair value 
is used in essentially the same way as market value was used in the 
Discussion Memorandum to denote a possible attribute to be measured at the 
time a debt is restructured. Fair value is defined in paragraph 181 of APB 
Statement No. 4 as "the approximation of exchange price in transfers in 
which money or money claims are not involved." Although a "money claim" 
is necessarily involved in transferring assets to settle a payable in a troubled 
debt restructuring, the troubled circumstances in which the transfer occurs 
make it obvious that the amount of the "money claim" does not establish an 
exchange price. Determining fair value of the assets transferred in a troubled 
debt restructuring is usually necessary to approximate an exchange price for 
the same reasons that determining fair value is necessary to account for 
transfers of assets in nonmonetary transactions (APB Opinion No. 29). 
82. That point is emphasized in this Appendix because some respondents to 
the Exposure Draft apparently misunderstood the concept of fair value 
(paragraph 11 of the Exposure Draft and paragraph 13 of this Statement) 
and the discounting of expected cash flows specified in those paragraphs. 
Paragraph 13 permits discounting of expected cash flows from an asset 
transferred or received in a troubled debt restructuring to be used to estimate 
fair value only if no market prices are available either for the asset or for 
similar assets. The sole purpose of discounting cash flows in that paragraph is 
to estimate a current market price as if the asset were being sold by the 
debtor to the creditor for cash. That estimated market price provides the 
equivalent of a sale price on which the debtor can base measurement of a gain 
on restructuring and a gain or loss on disposal of the asset and the equivalent 
of a purchase price on which the creditor can measure the acquisition cost of 
the asset. To approximate a market price, the estimate of fair value should 
use cash flows and discounting in the same way the marketplace does to set 
prices—in essence, the marketplace discounts expected future cash flows 
from a particular asset "at a rate commensurate with the risk involved" in 
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holding the asset. An individual assessment of expected cash flows and risk 
may differ from what the marketplace's assessment would be, but the 
procedure is the same. [Emphasis added by AcSEC.] 
83. In contrast to the purpose of paragraph 13, AICPA Statement of Position 
No. 75-231 is concerned with different measures—net realizable value to a 
creditor of a receivable secured by real property and net realizable value of 
repossessed or foreclosed property. Its method of accounting for assets ob-
tained by foreclosure or repossession thus differs from the method specified in 
this Statement. It proposes discounting expected cash flows at a rate based on 
the creditor's "cost of money" to measure the "holding cost" of the asset until 
its realizable value is collected in cash. The concept of fair value in paragraph 
13 does not involve questions of whether interest is a "holding cost" or 
"period cost" because it is concerned with estimating market price, not net 
realizable value, however defined. Accounting for transfers of assets in 
troubled debt restructurings and for the assets after transfer is, of course, 
governed by this Statement. 
31 See paragraphs 59 and 60 of this Statement. 
Results of Operations Related to Foreclosed Assets Held for Sale 
A-6. In the exposure draft, AcSEC proposed that there should be no 
results of operations—revenues and expenses—from foreclosed assets while 
they are held for sale; net cash receipts related to forelosed assets during the 
holding period would have been credited to the carrying amount of the asset, 
and net cash payments, except for capital additions and improvements, would 
have been charged to income as a loss on holding the foreclosed assets. Further, 
in the exposure draft, AcSEC concluded that no depreciation, depletion, or 
amortization expense should be recorded. Many respondents objected to the 
exclusion of the results of operating a foreclosed asset from income; many also 
objected to crediting net cash receipts to the carrying amount of the asset and 
charging net cash payments to income. They raised questions about the 
conservatism of such treatment, about whether the treatment was concep-
tually sound, and about whether it would be practical to implement. Some 
comment letters also raised questions about whether it is appropriate not to 
depreciate foreclosed assets held for sale. After considering the comments, 
AcSEC decided not to adopt the method proposed in the exposure draft. 
A-7. AcSEC considered various other ways to account for operations 
during the period foreclosed assets are held for sale, such a s — 
• Reporting the net of revenues and expenses in income, including 
charges or credits related to changes in the valuation allowance and 
depreciation expense on depreciable assets, for each reporting period 
as a gain or loss on holding the asset. 
• Reporting the net of revenues and expenses in income, including 
charges or credits related to changes in the valuation allowance and 
depreciation expense on depreciable assets held or expected to be 
held for more than a specified length of time (for example, one year). 
• Reporting the net of revenues and expenses in income, including 
charges or credits related to changes in the valuation allowance, and 
recognizing no depreciation expense. 
• Crediting or debiting the net of revenues and expenses to the asset, 
and recognizing no depreciation expense. Changes in the valuation 
allowance would be included in income. 
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AcSEC believes that it should consider those options further and that its 
ultimate decision on the treatment of operations during the period foreclosed 
assets are held for sale should be exposed for public comment; AcSEC intends 
to undertake such a project. However, because AcSEC believes that its 
conclusion that foreclosed assets held for sale should be carried at the lower of 
fair value minus estimated costs to sell or cost would not change regardless of 
its conclusions on operations of foreclosed assets, AcSEC decided that it should 
issue the guidance in this SOP now, rather than delay issuing the guidance 
until the results of operations issues are resolved. 
Foreclosed Assets Held for the Production of Income 
A-8. In the exposure draft, AcSEC proposed to require that foreclosed 
assets held for the production of income be carried at an amount not greater 
than the assets' net realizable value. AcSEC decided to eliminate that state-
ment. 
Change in Classification 
A-9. AcSEC also decided that, on reclassification of a foreclosed asset 
from the held-for-sale category, the asset should be measured and recorded as 
if asset had been held for the production of income since foreclosure. That 
decision is consistent with the consensus of the Emerging Issues Task Force in 
Issue 2 of Issue 90-6, where the reversal of a decision to sell an asset acquired 
in a business combination gives rise to an accounting as if the asset had never 
been held for sale. 
In-Substance Foreclosed Assets 
A-10. Many respondents asked for specific guidance on in-substance 
foreclosed assets, and they asked whether the SOP would apply to such assets. 
AcSEC concluded that, except for paragraphs 12 and 17, the guidance in this 
SOP need not be applied to in-substance foreclosures for the following reasons: 
a. The accounting for in-substance foreclosed assets was not explicitly 
addressed in the exposure draft. 
b. AcSEC would have found it difficult to resolve issues concerning 
senior debt related to in-substance foreclosed assets. 
However, AcSEC notes that paragraph 34 of FASB Statement No. 15; para-
graph 6 of AICPA Practice Bulletin 7, Criteria for Determining Whether 
Collateral for a Loan Has Been In-Substance Foreclosed; and SEC Financial 
Reporting Release 28, Accounting for Loan Losses by Registrants Engaged in 
Lending Activities, include accounting guidance related to in-substance fore-
closed assets indicating that in-substance foreclosed assets should be accounted 
for in the same way as assets that have actually been foreclosed or repossessed. 
Further, AcSEC concluded that for purposes of applying this SOP, the held-
for-sale presumption could not be rebutted for in-substance foreclosed assets. 
Accordingly, after in-substance foreclosure, an in-substance foreclosed asset, 
like a foreclosed asset held for sale, would be reported in the balance sheet at 
the lower of (a ) fair value minus estimated costs to sell or (b) cost. 
Carrying Amount of Assets at Foreclosure 
A-11. Some respondents expressed concerns and opinions about the carry-
ing amount of the foreclosed assets to be recognized at foreclosure. The 
exposure draft indicated that the attribute to be recognized at foreclosure 
should be the fair value of the collateral, implying that, if at the time of 
foreclosure the fair value of the collateral is greater than the recorded invest-
ment in the related loan, a credit to income would result. Some respondents 
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suggested t h a t no such credits should be permit ted and t h a t the carrying 
amount of the asset recognized at foreclosure should be the lower of the fair 
value of the col lateral or the recorded investment in the loan. Notwithstanding 
those concerns, A c S E C notes t h a t paragraph 2 8 of F A S B S t a t e m e n t No. 15 
requires t h a t foreclosed assets be accounted for at their fair value at the t ime 
of foreclosure. 
A-12. Some respondents also said t h a t the definition of fair value, which is 
the definition in paragraph 13 of F A S B S t a t e m e n t No. 15, implic i t ly contains 
a reduction for selling costs. For purposes of applying this SOP, A c S E C 
believes that the definition of fair value in paragraph 13 of F A S B S t a t e m e n t 
No. 15 should be viewed as the cash sa les /purchase price in a principal-to-
principal t ransact ion wherein no agents , dealers, brokers, or commission 
merchants are involved. I f e i ther principal decides to involve and pay outsid-
ers to assist t h a t principal , or to being principals together, any amount paid 
by that principal is independent of the fair value of the asset and does not 
a f fect t h a t fair value. Accordingly, immediate ly a f ter foreclosure, a valuat ion 
allowance related to foreclosed assets held for sale should be recognized for 
es t imated costs to sell through a charge to income. 
Offsetting of Debt 
A-13. Contrary to what was proposed by A c S E C in the exposure draf t , 
some respondents suggested t h a t nonrecourse senior debt not assumed by the 
holder of the foreclosed asset be offset against the carrying amount of the 
asset. T o protect its interest in the asset, the holder of the asset will have to 
settle the debt or have a subsequent transferee take the asset subject to the 
debt . I f debt is offset, leverage is not portrayed, and the degree of possible gain 
is obscured. Moreover, offsett ing nonrecourse senior debt against a foreclosed 
asset would be inconsistent with the manner in which such debt is portrayed 
when assets are purchased for cash and there is related nonrecourse debt . 
Therefore , A c S E C reaff irms t h a t senior debt should not be offset against the 
asset. 
Transition 
A-14. C o m m e n t s were specif ical ly requested on the transit ion proposed in 
the exposure draft . Most respondents agreed t h a t determining the cumulat ive 
effect of the change in account ing principle would ei ther be impossible or 
possible only a t s ignif icant cost for enterprises t h a t do not have avai lable the 
fair value of foreclosed assets at earlier ba lance sheet dates, and t h a t a 
res ta tement of previously issued f inancial s ta tements or a cumulat ive effect 
ad jus tment should not be required. Fur ther , A c S E C concluded that , because 
one of the principal ob ject ives of this SOP is to have consistent account ing of 
foreclosed assets, those two a l ternat ives should not be permit ted. 
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NOTICE TO READERS 
This Statement of Position presents the recommendations of the AICPA 
Insurance Companies Committee regarding the application of generally ac-
cepted auditing standards to audits of financial statements of insurance 
enterprises. Members of the AICPA Auditing Standards Board have found the 
recommendations in this Statement of Position to be consistent with existing 
standards covered by Rule 202 of the AICPA Code of Professional Conduct. 
AICPA members should be prepared to justify departures from the recommen-
dations in this Statement of Position. 
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The Auditor's Consideration of Regulatory 
Risk-Based Capital for Life Insurance 
Enterprises 
Introduction and Scope 
1. Life insurance enterprises operate in a highly regulated environment. 
The regulation of life insurance enterprises is directed primarily toward 
safeguarding policyholders' interests and maintaining public confidence in the 
safety and soundness of the life insurance system. One of the primary tools 
used by state insurance departments for ensuring that those objectives are 
being achieved is risk-based capital (RBC). 
2. This Statement of Position (SOP) addresses the auditors' responsibility 
that arises from the RBC requirements imposed on life insurance enterprises. 
These RBC requirements affect audits of life insurance enterprises in the 
following three primary areas: 
a. Audit planning 
b. Going-concern considerations 
c. Other reporting considerations 
Overview of Risk-Based Capital 
3. Regulation of life insurance enterprises has historically focused on their 
capital. The National Association of Insurance Commissioners (NAIC) re-
quires life insurance enterprises to disclose RBC in their statutory filings. The 
RBC calculation serves as a benchmark for the regulation of life insurance 
enterprises' solvency by state insurance regulators. RBC requirements set 
forth dynamic surplus formulas similar to target surplus formulas used by 
commercial rating agencies. The formulas specify various weighting factors 
that are applied to financial balances or various levels of activity based on the 
perceived degree of risk. Such formulas focus on four general types of risk: 
a. The risk related to the insurer's assets (asset or default risk) 
b. The risk of adverse insurance experience with respect to the in-
surer's liabilities and obligations (insurance or underwriting risk) 
c. The interest rate risk from the insurer's business (asset/liability 
matching) 
d. All other business risks (management, regulatory action, and contin-
gencies) 
The amount determined under such formulas is called the authorized control 
level RBC (ACLC). 
4. RBC requirements establish a framework for linking various levels of 
regulatory corrective action to the relationship of a life insurance entity's total 
adjusted capital (TAC) (equal to the sum of statutory capital and surplus and 
such other items, if any, as the NAIC's RBC instructions1 may provide) to the 
calculated ACLC. The levels of regulatory action, the trigger point, and the 
corrective actions are summarized as follows: 
1 The NAIC's RBC instructions may be amended by the NAIC from time to time in 
accordance with procedures adopted by the NAIC. 
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Risk-Based Capital Levels and Corrective Actions 
Level Trigger Corrective Action 
Company Action Level 
RBC (CALC) 
Regulatory Action 
Level RBC (RALC) 
TAC is less than or 
equal to 2 x ACLC, or 
TAC is less than or 
equal to 2.5 x ACLC 
with negative trend 
TAC is less than or 
equal to 1.5 x ACLC, or 
unsatisfactory RBC 
Plan 
Authorized Control 
Level RBC (ACLC) 
Mandatory Control 
Level RBC (MCLC) 
5. Under 
should— 
The life insurance en-
terprise must submit a 
comprehensive plan to 
the insurance commis-
sioner. 
In addition to the ac-
tion above, the insur-
ance commissioner is 
required to perform an 
examination or analysis 
deemed necessary and 
issue a corrective order 
specifying corrective ac-
tions required. 
In addition to the ac-
tions described above, 
the insurance commis-
sioner is permitted but 
not required to place 
the life insurance enter-
prise under regulatory 
control. 
The insurance commis-
sioner is required to 
place the life insurance 
enterprise under regula-
tory control. 
the RBC requirements, the comprehensive financial plan 
TAC is less than or 
equal to 1 x ACLC 
TAC is less than or 
equal to .7 x ACLC 
a. Identify the conditions in the insurer that contribute to the failure 
to meet the capital requirements. 
b. Contain proposals of corrective actions that the insurer intends to 
take and that would be expected to result in compliance with capital 
requirements. 
c. Provide projections of the insurer's financial results in the current 
year and at least the four succeeding years, both in the absence of 
proposed corrective actions and giving effect to the proposed correc-
tive actions. 
d. Identify the key assumptions impacting the insurer's projections 
and the sensitivity of the projections to the assumptions. 
e. Identify the quality of, and problems associated with, the insurer's 
business, including but not limited to its assets, anticipated business 
growth and associated surplus strain, extraordinary exposure to risk, 
mix of business, and use of reinsurance in each case, if any. 
A u d i t Planning 
6. The objective of an audit of a life insurance enterprise's financial 
statements is to express an opinion on whether they present fairly, in all 
material respects, the enterprise's financial position, results of operations, and 
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cash flows in conformity with generally accepted accounting principles 
(GAAP). To accomplish that objective, the auditor assesses the risk that the 
financial statements contain material misstatements and plans and performs 
audit procedures to provide reasonable assurance that the financial statements 
are free of material misstatements. Because of the importance of RBC to life 
insurance enterprises, RBC should be considered in assessing risk and planning 
the audit. The auditor should ordinarily obtain and review the client's RBC 
reports and should understand the RBC requirements for preparing such 
reports and the actual regulations associated with RBC. 
Going-Concern Considerations 
7. Statement on Auditing Standards (SAS) No. 59, The Auditor's Consid-
eration of an Entity's Ability to Continue as a Going Concern, requires 
auditors to evaluate, as part of every audit, whether there is substantial doubt 
about the ability of the entity to continue as a going concern for a reasonable 
period of time, not to exceed one year beyond the financial statement date. A 
significant consideration in the auditor's evaluation of a life insurance enter-
prise's ability to continue as a going concern is whether the enterprise complies 
with regulatory RBC requirements.2 
8. In view of the serious ramifications of noncompliance with regulatory 
RBC requirements for life insurance enterprises (see paragraph 4), such failure 
is a condition that indicates that there could be substantial doubt about the 
entity's ability to continue as a going concern for a reasonable period of time. 
Accordingly, the auditor should obtain information about management's plans 
that are intended to mitigate the adverse effects of the noncompliance with 
regulatory RBC capital requirements or events that gave rise to the condition 
and assess the likelihood that such plans can be implemented. In evaluating 
management's plans, the auditor should consider— 
a. The life insurance enterprise's existing regulatory capital position. 
b. Whether a comprehensive financial plan has been filed and, if so, 
whether it has been accepted by the regulators. 
9. The auditor should consider the amount of any RBC capital deficiency. 
In general, the lower the ratio of total adjusted capital to authorized control 
level RBC, the greater the doubt about the enterprise's ability to continue as a 
going concern for a reasonable period. The auditor should, however, also assess 
the likelihood that the life insurance enterprise's regulatory capital position 
will improve or deteriorate in the next twelve months. 
10. The auditor should also consider the nature or source (asset quality, 
underwriting, asset/liability matching, or other) of the deficiency. Curing 
deficiencies from certain sources may be more within the control of the 
management of the life insurance enterprise than curing deficiencies from 
other sources. 
11. Furthermore, the auditor should ascertain whether a comprehensive 
financial plan has been filed and accepted by the commissioner. If the 
commissioner has accepted the comprehensive financial plan, the auditor 
should identify those elements of the comprehensive financial plan that are 
particularly significant to overcoming the adverse effects of the failure to 
2 Auditors should evaluate a life insurance enterprise's ability to continue as a going concern 
even if the enterprise meets the minimum RBC standards. There are other conditions and events 
that may indicate that there could be substantial doubt about a life insurance enterprise's ability 
to continue as a going concern, such as recurring operating losses, indications of strained liquidity, 
concerns expressed by regulators, and indications of strained relationships with regulators. 
However, this SOP discusses only failure to meet RBC standards. 
AUG-SLI APP L 
210 Stock Life Insurance Companies 
comply with regulatory RBC requirements and should identify and perform 
auditing procedures to obtain evidential matter about the significant ele-
ments. For example, the auditor should consider the adequacy of support 
regarding an enterprise's ability to obtain additional capital or a planned 
disposal of assets. When prospective financial information is particularly 
significant to management's plans, the auditor should request that manage-
ment provide the information and should consider the adequacy of support for 
significant assumptions that underlie it. Further, the auditor should identify 
those elements of the comprehensive financial plan and conditions placed on 
the life insurance enterprise by the commissioner that are most difficult to 
achieve and consider the likelihood that the life insurance enterprise will not 
be able to implement the elements successfully. 
12. If the commissioner has rejected the comprehensive financial plan, 
the auditor should consider the commissioner's reasons for rejecting it, any 
revisions proposed by the commissioner to render the comprehensive financial 
plan satisfactory, management's intentions for revising the comprehensive 
financial plan, and possible regulatory sanctions. If the commissioner has not 
yet notified the insurer whether the comprehensive financial plan has been 
accepted,3 the auditor should review related communication between the 
commissioner and the life insurance enterprise and make inquiries of both 
management and regulatory officials to determine the current status of the 
comprehensive financial plan. If the life insurance enterprise has not filed a 
financial plan with the commissioner,4 the auditor should make inquiries of 
management officials about their comprehensive financial plan and their 
plans for filing. 
13. After the auditor has evaluated management's plans, the auditor 
should conclude whether substantial doubt about the life insurance enter-
prise's ability to continue as a going concern for a reasonable period of time 
remains or is alleviated. This is often a complex judgment requiring considera-
ble professional experience. 
Substantial Doubt Remains 
14. If the auditor concludes that substantial doubt about the life insur-
ance enterprise's ability to continue as a going concern for a reasonable period 
of time remains, the auditor should (a) consider the possible effects on the 
financial statements and the adequacy of the related disclosures5 and (b) 
modify his or her report. 
Independent Auditor's Reports 
15. The auditor's report should either (a) include an explanatory para-
graph (following the opinion paragraph) to reflect the auditor's conclusion 
about the existence of substantial doubt that the entity can continue as a 
going concern for a reasonable period of time (see paragraph 17) or (b) 
disclaim an opinion (see paragraph 18). 
3 The RBC Requirements require the commissioner to notify the insurer whether the 
comprehensive financial plan is accepted or is unsatisfactory within sixty days of submission of 
the plan. 
4 The RBC Requirements require that a comprehensive financial plan be filed with the 
commissioner within forty-five days of the failure to meet RBC standards. 
5 Auditors of publicly held life insurance enterprises should consider SEC Financial Reporting 
Release No. 16, Rescission of Interpretation Relating to Certification of Financial Statements, 
which states, " . . . filings containing accountants' reports that are qualified as a result of questions 
about the entity's continued existence must contain appropriate and prominent disclosure of the 
registrant's financial difficulties and viable plans to overcome these difficulties." 
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16. The illustrative auditors' reports in this SOP are presented to assist 
auditors in drafting their reports under various RBC circumstances. Each 
illustration intentionally describes the same general fact situation to avoid 
suggesting that particular facts always lead to a particular form of opinion. 
The appropriate form of opinion depends on the auditor's judgment as to the 
severity and most probable outcome of the matter described. 
17. The following is an illustration of an auditor's report (unqualified 
opinion) on the financial statements of a life insurance enterprise with an 
explanatory paragraph added because of the existence of substantial doubt 
about the enterprise's ability to continue as a going concern. 
Independent Auditor's Report6 
To the Board of Directors and Shareholders 
ABC Life Company 
We have audited the accompanying balance sheets of ABC Life Company as 
of December 31, 19X2 and 19X1, and the related statements of income, 
changes in stockholders' equity, and cash flows for the years then ended. 
These financial statements are the responsibility of the Company's manage-
ment. Our responsibility is to express an opinion on these financial state-
ments based on our audits. 
We conducted our audits in accordance with generally accepted auditing 
standards. Those standards require that we plan and perforin the audits to 
obtain reasonable assurance about whether the financial statements are free 
of material misstatement. An audit includes examining, on a test basis, 
evidence supporting the amounts and disclosures in the financial statements. 
An audit also includes assessing the accounting principles used and signifi-
cant estimates made by management, as well as evaluating the overall 
financial statement presentation. We believe that our audits provide a 
reasonable basis for our opinion. 
In our opinion, the financial statements referred to above present fairly, in all 
material respects, the financial position of ABC Life Company as of Decem-
ber 31, 19X2 and 19X1, and the results of its operations and its cash flows for 
the years then ended in conformity with generally accepted accounting 
principles. 
The accompanying financial statements have been prepared assuming that 
ABC Life Company will continue as a going concern. As discussed in Note 
XX to the financial statements, [State of Domicile's Insurance Regulatory 
Body] imposes risk-based capital requirements on life insurance enterprises, 
including the Company. At December 31, 19X2, the Company's total ad-
justed capital is at the company action level based on the risk-based capital 
calculation required by [State of Domicile's Insurance Regulatory Body]. The 
Company has filed a comprehensive financial plan with the commissioner 
outlining the Company's plans for attaining the required levels of regulatory 
capital by December 31, 19XX. To date, the Company has not received 
notification from the commissioner regarding acceptance or rejection of its 
comprehensive financial plan. Failure to meet the capital requirements and 
interim capital targets included in the Company's plan would expose the 
Company to regulatory sanctions that may include restrictions on operations 
and growth, mandatory asset dispositions, and placing the Company under 
regulatory control. These matters raise substantial doubt about the ability of 
ABC Life Company to continue as a going concern. The ability of the 
Company to continue as a going concern is dependent on many factors, one of 
which is regulatory action, including ultimate acceptance of the Company's 
comprehensive financial plan. Management's plans in regard to these matters 
6 The circumstances described in the fourth paragraph of this illustrative report represent 
assumptions made for purposes of illustration only. They are not intended to provide criteria or 
other guidelines to be used by independent auditors in deciding whether an explanatory paragraph 
should be added to their reports. 
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are described in Note XX. The financial statements do not include any 
adjustments that might result from the outcome of this uncertainty. 
[Signature] 
[Date ] 
18. SAS No. 59 states that inclusion of an explanatory paragraph (follow-
ing the opinion paragraph) in the auditor's report as described above serves 
adequately to inform users of the financial statements of the auditor's substan-
tial doubt. Nonetheless, SAS No. 59 does not preclude the auditor from 
declining to express an opinion in cases involving uncertainties. If the auditor 
disclaims an opinion, the uncertainties and their possible effects should be 
disclosed in an appropriate manner and the auditor's report should state all of 
the substantive reasons for the disclaimer of opinion. The following is an 
illustration of an auditor's report containing a disclaimer of opinion as the 
result of uncertainties relating to an auditor's substantial doubt about a life 
insurance enterprise's ability to continue as a going concern for a reasonable 
period of time. 
Independent Auditor's Report7 
To the Board of Directors and Shareholders 
XYZ Life Company 
We have audited the accompanying balance sheets of XYZ Life Company as 
of December 31, 19X2 and 19X1, and the related statements of income, 
changes in stockholders' equity, and cash flows for the years then ended. 
These financial statements are the responsibility of the Company's manage-
ment. Our responsibility is to report on these financial statements based on 
our audits. 
We conducted our audits in accordance with generally accepted auditing 
standards. Those standards require that we plan and perform the audits to 
obtain reasonable assurance about whether the financial statements are free 
of material misstatement. An audit includes examining, on a test basis, 
evidence supporting the amounts and disclosures in the financial statements. 
An audit also includes assessing the accounting principles used and signifi-
cant estimates made by management, as well as evaluating the overall 
financial statement presentation. We believe that our audits provide a 
reasonable basis for our report. 
The accompanying financial statements have been prepared assuming that 
XYZ Life Company will continue as a going concern. As discussed in Note 
XX to the financial statements, [State of Domicile's Insurance Regulatory 
Body] imposes risk-based capital requirements on life insurance enterprises, 
including the Company. At December 31, 19X2, the Company's total ad-
justed capital is at the company action level based on the risk-based capital 
calculation required by [State of Domicile's Insurance Regulatory Body]. The 
Company has filed a comprehensive financial plan with the commissioner 
outlining its plans for attaining the required levels of regulatory capital by 
December 31, 19XX. To date, the Company has not received notification 
from the commissioner regarding acceptance or rejection of its comprehensive 
financial plan. Failure to meet the capital requirements and interim capital 
targets included in the Company's plan would expose the Company to 
regulatory sanctions that may include restrictions on operations and growth, 
mandatory asset dispositions, and placing the Company under regulatory 
control. These matters raise substantial doubt about the ability of XYZ Life 
Company to continue as a going concern. The ability of the Company to 
continue as a going concern is dependent on many factors, one of which is 
7 The circumstances described in the third paragraph of this illustrative report represent 
assumptions made for purposes of illustration only. They are not intended to provide criteria or 
other guidelines to be used by independent auditors in deciding whether to disclaim an opinion on 
financial statements. 
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regulatory action, including ultimate acceptance of the Company's compre-
hensive financial plan. Management's plans in regard to these matters are 
described in Note XX. The financial statements do not include any adjust-
ments that might result from the outcome of this uncertainty. 
Because of the significance of the uncertainty discussed above, we are unable 
to express, and we do not express, an opinion on the financial statements for 
the year ended December 31, 19X2. 
In our opinion, the 19X1 financial statements referred to above present 
fairly, in all material respects, the financial position of XYZ Life Company 
as of December 31, 19X1, and the results of its operations and its cash flows 
for the year then ended in conformity with generally accepted accounting 
principles. 
[Signature] 
[Date] 
Substantial Doubt Alleviated 
19. If the auditor concludes that substantial doubt about the life insur-
ance enterprise's ability to continue as a going concern for a reasonable period 
of time is alleviated, the auditor should consider the adequacy of disclosure in 
the financial statements of the principal conditions or events that initially 
raised the substantial doubt. The auditor should follow the guidance in SAS 
No. 59, paragraphs 10 and 11. Furthermore, the auditor may wish to add an 
emphasis of matter paragraph to the auditor's report (see paragraphs 24 and 
25, below). 
Other Reporting Considerations 
Uncertainties 
20. SAS No. 58, Reports on Audited Financial Statements, provides 
guidance on the auditor's considerations in deciding whether an explanatory 
paragraph needs to be added to the auditor's report when the financial 
statements are affected by uncertainties concerning future events, the out-
come of which is not susceptible to reasonable estimation at the date of the 
auditor's report. Actions by government agencies when a life insurance enter-
prise fails to comply with regulatory RBC requirements may be such an 
uncertainty. 
21. The auditor's decision to add an explanatory paragraph to the 
auditor's report because of the existence of such an uncertainty that affects 
the financial statements is one that requires a high degree of professional 
judgment. Prior to considering whether an explanatory paragraph should be 
added to the auditor's report because of the existence of a material uncer-
tainty, the auditor should have concluded that substantial doubt about the life 
insurance enterprise's ability to continue as a going concern does not exist (see 
paragraphs 7 to 19, above). An explanatory paragraph for a material uncer-
tainty should not be used for situations in which the auditor's uncertainty 
involves substantial doubt about the ability of the life insurance enterprise to 
continue as a going concern. 
22. Because its resolution is prospective, management generally cannot 
estimate the effect of the uncertainty on the entity's financial statements. 
Uncertainties should not be confused with future .events that generally are 
susceptible to reasonable estimation by management in preparing financial 
statements. If the auditor believes that financial statements are materially 
misstated as a result of the use of inappropriate accounting principles, the 
auditor should express a qualified or adverse opinion. A scope limitation should 
result in a qualified opinion or a disclaimer of opinion. 
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23. If the auditor decides to include an explanatory paragraph(s) in the 
report because of the existence of a material uncertainty that affects the 
financial statements, the explanatory language should follow the opinion 
paragraph and should describe the matter giving rise to the uncertainty and 
indicate that its outcome cannot presently be determined. The explanatory 
language may be shortened by referring to disclosures made in a note to the 
financial statements. No reference to the uncertainty should be made in the 
introductory, scope, or opinion paragraphs of the auditor's report. The follow-
ing is an illustration of an auditor's report (unqualified opinion) on the 
financial statements of a life insurance enterprise with an explanatory para-
graph because of the existence of a material uncertainty as a result of possible 
regulatory sanctions. 
Independent Auditor's Report8 
To the Board of Directors and Shareholders 
GHI Life Insurance Company 
We have audited the accompanying balance sheets of GHI Life Insurance 
Company as of December 31, 19X2 and 19X1, and the related statements of 
income, changes in stockholders' equity, and cash flows for the years then 
ended. These financial statements are the responsibility of the Company's 
management. Our responsibility is to report on these financial statements 
based on our audits. 
We conducted our audits in accordance with generally accepted auditing 
standards. Those standards require that we plan and perform the audits to 
obtain reasonable assurance about whether the financial statements are free 
of material misstatement. An audit includes examining, on a test basis, 
evidence supporting the amounts and disclosures in the financial statements. 
An audit also includes assessing the accounting principles used and signifi-
cant estimates made by management, as well as evaluating the overall 
financial statement presentation. We believe that our audits provide a 
reasonable basis for our opinion. 
In our opinion, the financial statements referred to above present fairly, in all 
material respects, the financial position of GHI Life Insurance Company as 
of December 31, 19X2 and 19X1, and the results of its operations and its cash 
flows for the years then ended in conformity with generally accepted account-
ing principles. 
As discussed in Note XX to the financial statements, [State of Domicile's 
Insurance Regulatory Body] imposes risk-based capital requirements on life 
insurance enterprises, including the Company. At December 31, 19X2, the 
Company's total adjusted capital is at the company action level based on the 
risk-based capital calculation required by [State of Domicile's Insurance 
Regulatory Body]. The ultimate outcome of this situation cannot presently be 
determined. Accordingly, no adjustments that may result from the ultimate 
resolution of this uncertainty have been made in the accompanying financial 
statements. 
[Signature ] 
[Date ] 
Emphasis of a Matter 
24. In some circumstances, the auditor may wish to emphasize a matter 
regarding the financial statements, but nevertheless intends to express an 
unqualified opinion. An example of such a circumstance is the failure to 
8 The circumstances described in the fourth paragraph of this illustrative report represent 
assumptions made for purposes of illustration only. They are not intended to provide criteria or 
other guidelines to be used by independent auditors in deciding whether an explanatory paragraph 
should be added to their reports. 
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comply with regulatory R B C requirements. Prior to considering whether an 
emphasis of a mat ter paragraph should be added to the auditor's report for a 
failure to comply with regulatory R B C requirements, however, the auditor 
should have concluded that the m a t t e r being emphasized does not create 
substantial doubt about the life insurance enterprise's abi l i ty to continue as a 
going concern (see paragraphs 7 to 19, above) and does not reflect a material 
uncertainty (see paragraphs 2 0 to 23 , above). 
25 . Emphasis of a mat ter should be presented in a separate paragraph of 
the auditor's report. Phrases such as "with the foregoing explanat ion" should 
not be used in the opinion paragraph in situations of this type. T h e following is 
an illustration of an unqualified opinion with an emphasis of a mat ter 
paragraph regarding the possible effects of a life insurance enterprise's failure 
to comply with regulatory R B C requirements on its f inancial s tatements . 
Independent Auditor's Report 9 
To the Board of Directors and Shareholders 
D E F Life Company 
We have audited the accompanying balance sheets of D E F Life Company as 
of December 31, 19X2 and 19X1, and the related statements of income, 
changes in stockholders' equity, and cash flows for the years then ended. 
These financial statements are the responsibility of the Company's manage-
ment. Our responsibility is to express an opinion on these financial state-
ments based on our audits. 
We conducted our audits in accordance with generally accepted auditing 
standards. Those standards require that we plan and perform the audits to 
obtain reasonable assurance about whether the financial statements are free 
of material misstatement. An audit includes examining, on a test basis, 
evidence supporting the amounts and disclosures in the financial statements. 
An audit also includes assessing the accounting principles used and signifi-
cant estimates made by management, as well as evaluating the overall 
financial statement presentation. We believe that our audits provide a 
reasonable basis for our opinion. 
As discussed in Note X X to the financial statements, [State of Domicile's 
Insurance Regulatory Body] imposes risk-based capital requirements on life 
insurance enterprises, including the Company. At December 31, 19X2, the 
Company's total adjusted capital is at the company action level based on the 
risk-based capital calculation required by [State of Domicile's Insurance 
Regulatory Body]. 
In our opinion, the financial statements referred to above present fairly, in all 
material respects, the financial position of D E F Life Company as of Decem-
ber 31, 19X2 and 19X1, and the results of its operations and its cash flows for 
the years then ended in conformity with generally accepted accounting 
principles. 
[Signature] 
[Date ] 
Effective Date 
26 . This s tatement of position is effective for audits of life insurance 
enterprises' f inancial s tatements for periods ending af ter December 15, 1993. 
9 T h e c i rcumstances described in the third p a r a g r a p h of this illustrative report represent 
assumptions made for purposes of illustration only. T h e y are not intended to provide cri teria or 
other guidelines to be used by independent auditors in deciding whether a n emphasis p a r a g r a p h 
should be added to their reports. 
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NOTICE T O R E A D E R S 
This Statement of Position presents the recommendations of the AICPA 
Insurance Companies Committee regarding the application of generally ac-
cepted auditing standards to audits of financial statements of insurance 
enterprises. Members of the AICPA Auditing Standards Board have found the 
recommendations in this Statement of Position to be consistent with existing 
standards covered by Rule 202 of the AICPA Code of Professional Conduct. 
AICPA members should be prepared to justify departures from the recommen-
dations in this Statement of Position. 
AUG-SLI APP M 
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SUMMARY 
This statement of position (SOP) addresses the auditor's consideration of 
regulatory examinations as a source of evidential matter in conducting an 
audit on an insurance enterprise's financial statements and the auditor's 
evaluation of material permitted statutory accounting practices applied by 
insurance enterprises. 
This SOP amends chapter 2, "Audit Considerations," of the AICPA Audit and 
Accounting Guide Audits of Property and Liability Insurance Companies, and 
chapter 9, "Auditing Procedures," of the AICPA Industry Audit Guide Audits 
of Stock Life Insurance Companies. It is effective for audits of financial 
statements for periods ending on or after December 15, 1994. 
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Inquiries of State Insurance Regulators 
Introduction 
1. This statement of position (SOP) addresses the auditor's consideration 
of regulatory examinations as a source of evidential matter in conducting an 
audit of an insurance enterprise's financial statements and the auditor's 
evaluation of material permitted statutory accounting practices. 
Applicability 
2. This SOP applies to audits of financial statements of life insurance 
enterprises,1 property and casualty insurance enterprises, title insurance en-
terprises, mortgage guaranty insurance enterprises, assessment enterprises, 
fraternal benefit societies, reciprocal or interinsurance exchanges, pools other 
than public-entity risk pools, syndicates, and captive insurance companies. It 
amends chapter 2 ("Audit Considerations") of the AICPA Audit and Account-
ing Guide Audits of Property and Liability Insurance Companies and chapter 
9 ("Auditing Procedures") of the AICPA Industry Audit Guide Audits of 
Stock Life Insurance Companies.2 
Auditor's Consideration of State Regulatory 
Examinations 
3. Statement on Auditing Standards (SAS) No. 57, Auditing Accounting 
Estimates, states that the auditor should consider evaluating "information 
contained in regulatory or examination reports, supervisory correspondence, 
and similar materials from applicable regulatory correspondence, and similar 
materials from applicable regulatory agencies." SAS No. 54, Illegal Acts by 
Clients, notes that "the auditor may encounter specific information that may 
raise a question concerning possible illegal acts, such as . . . violations of laws 
or regulations cited in reports of examinations by regulatory agencies that 
have been available to the auditor." Accordingly, it is appropriate that the 
auditor review examination reports and related communications between 
regulators and the insurance enterprises to obtain competent evidential mat-
ter. 
4. The auditor should review reports of examinations and communications 
between regulators and the insurance enterprise and make inquiries of the 
regulators. The auditor should— 
• Request that management provide access to all reports of examina-
tions and related correspondence including correspondence relating 
to financial conditions. 
• Read reports of examinations and related correspondence between 
regulators and the insurance enterprise during the period under 
audit through the date of the auditor's report. 
1 FASB Interpretation No. 40, Applicability of Generally Accepted Accounting Principles to 
Mutual Life Insurance and Other Enterprises, clarifies that FASB Statements and Interpretations 
and Accounting Principles Board (APB) Opinions apply to mutual life insurance enterprises, 
except when specifically exempted, that prepare financial statements in conformity with gener-
ally accepted accounting principles. This SOP applies to audits of mutual life insurance enter-
prises. 
2 The AICPA's Insurance Companies Committee technical agenda includes a project to 
supersede the Industry Audit Guide Audits of Stock Life Insurance Companies. The new Audit 
and Accounting Guide Audits of Life and Health Insurance Enterprises will include the guidance 
contained in this SOP. 
AUG-SLI APP M 
222 Statement of Position 94-1 
• Inquire of management and communicate with the regulators, with 
the prior approval of the insurance enterprise, when the regulators' 
examination of the enterprise is in process or a report on an exami-
nation has not been received by the insurance enterprise regarding 
conclusions reached during the examination. 
5. A refusal by management to allow the auditor to review communica-
tions from, or to communicate with, the regulator would ordinarily be a 
limitation on the scope of the audit sufficient to preclude an unqualified 
opinion. (See SAS No. 58, Reports on Audited Financial Statements.) A refusal 
by the regulator to communicate with the auditor may be a limitation on the 
scope of the audit sufficient to preclude an unqualified opinion, depending on 
the auditor's assessment of other relevant facts and circumstances. 
Auditor's Consideration of Permitted Statutory 
Accounting Practices 
6. Prescribed statutory accounting practices currently include state laws, 
regulations, and general administrative rules applicable to all insurance enter-
prises domiciled in a particular state; the National Association of Insurance 
Commissioners (NAIC) Annual Statement Instructions; the NAIC Accounting 
Practices and Procedures Manuals; the Securities Valuation Manual (pub-
lished by the NAIC Securities Valuation Office); NAIC official proceedings; 
and the NAIC Examiners' Handbook. 
7. Permitted accounting practices include practices not prescribed in 
paragraph 6 but allowed by the domiciliary state insurance department. 
Insurance enterprises may request permission from the domiciliary state 
insurance department to use a specific accounting practice in the preparation 
of their statutory financial statements (a) when the enterprise wishes to 
depart from the prescribed statutory accounting practices, or (5) when pre-
scribed statutory accounting practices do not address the accounting for the 
transaction(s). Accordingly, permitted accounting practices differ from state 
to state, may differ from company to company within a state, and may change 
in the future. 
8. Auditors should exercise care in concluding that an accounting treat-
ment is permitted, and should consider the adequacy of disclosures in the 
financial statements regarding such matters.3 For each examination, auditors 
should obtain sufficient competent evidential matter to corroborate manage-
ment's assertion that permitted statutory accounting practices that are mate-
rial to an insurance enterprise's financial statements are permitted by the 
domiciliary state insurance department. 
9. Sufficient competent evidential matter consists of any one or combina-
tion of— 
• Written acknowledgment sent directly from the regulator to the 
auditor. (This type of corroboration includes letters similar to attor-
neys' letters and responses to confirmations. 
• Written acknowledgment prepared by the regulator, but not sent 
directly to the auditor, such as a letter to the client. 
• Direct oral communications between the regulator and the auditor, 
supported by written memorandum. (If the auditor, rather than the 
3 The AICPA has issued an exposure draft of a statement of position, Disclosures of Certain 
Matters in Financial Statements of Insurance Enterprises, that would require insurance enter-
prises to disclose information about permitted statutory accounting practices in their financial 
statements prepared in conformity with generally accepted accounting principles. 
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regulator, prepares the memorandum, the auditor should send such 
memorandum to the regulator to make sure it accurately reflects the 
communication.) 
Auditors should use judgment to determine the type of corroboration that is 
necessary in the circumstances. 
10. If the auditor is unable to obtain sufficient competent evidential 
matter to corroborate management's assertion regarding a permitted statutory 
accounting practice that is material to the financial statements, the auditor 
should qualify or disclaim an opinion on the statutory financial statements 
because of the limitation on the scope of the audit. (See SAS No. 58, Reports 
on Audited Financial Statements.) 
Effective Date 
11. This SOP should be applied to audits of financial statements per-
formed for periods ending on or after December 15, 1994. 
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Schedule of Changes Made to Audits of 
Stock Life Insurance Companies 
Reference Change Date 
General 
Preface 
Paragraph 1.03 
Paragraphs 2.36 
and 2.37 
Paragraph 3.32 
Paragraph 3.70 
Paragraph 4.06 
(heading) 
Paragraph 4.06 
Paragraph 4.08 
(heading) 
Paragraph 4.09 
(heading) 
Paragraph 4.11 
Paragraphs 4.12 
and 4.13 
(headings) 
Paragraphs 6.08 
and 6.20 
Paragraphs 6.47 
and 6.48 
Paragraph 7.06 
Paragraph 8.09 
Paragraphs 
8.12,8.13 and 
8.14 
Paragraph 8.94 
Paragraphs 8.96 
and 8.97 
October, 1990 
May, 1992 
May, 1992 
October, 1990 
May, 1993 
May, 1992 
October, 1994 
October, 1994 
October, 1994 
October, 1994 
May, 1992 
October, 1994 
May, 1992 
October, 1990 
October, 1990 
October, 1990 
October, 1990 
May, 1992 
October, 1990 
The term "examination" has been 
changed to "audit" to conform to the 
terminology used in SAS No. 58. 
Text modified. 
Conformed to the terminology used in 
SAS No. 55. 
Notation of loss of SEC exemptions ad-
ded. 
Reference to FASB Statement No. 113 
added. 
Conformed to the terminology used in 
SAS No. 55. 
Note reference added to reflect the is-
suance of FASB Statement No. 115. 
Note reference added to reflect the is-
suance of FASB Statement No. 91. 
Note reference added to reflect the is-
suance of FASB Statement No. 114. 
Note reference added to reflect the is-
suance of FASB Statement No. 115. 
Note reference added to reflect the is-
suance of SOP 92-3. 
Note references added to reflect the 
issuance of FASB Statement No. 114. 
Conformed to the terminology used in 
SAS No. 55. 
Notation of significant revision to taxa-
tion of life insurance companies added. 
Notation of change in accounting for 
realized gains and losses added. 
Reference to SAP No. 33 changed to 
SAS No. 1, section 544, paragraph 2. 
Notation of issuance of FASB State-
ment No. 97 added. 
Notation of issuance of FASB State-
ment No. 109 added. 
Notation of issuance of FASB State-
ment No. 97 added. 
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Reference 
Paragraph 8.98 
Paragraph 8.99 
Paragraph 8.100 
Paragraph 8.104 
Paragraphs 9.40 
and 9.41 
Paragraph 9.43 
Paragraph 10.01 
Paragraphs 
10.09,10.10, 
10.11,10.12, 
10.13,10.14, 
10.15 and 10.16 
Paragraph 10.18 
Appendix A 
(Introduction) 
Appendix A 
(Statement of 
Income and 
Notes to State-
ment of Income) 
Appendix A 
(Statement of 
Changes in Fi-
nancial Posi-
tion) 
Change 
Notation of issuance of FASB State-
ment No. 97 added; Reference to Au-
dits of Fire and Casualty Insurance 
Companies deleted; Reference to expo-
sure draft changed to Audit and Ac-
counting Guide, Audits of Brokers and 
Dealers in Securities. 
Notation of issuance of FASB State-
ment No. 97 added; Reference to FASB 
Statement No. 60 added. 
Notation of issuance of FASB State-
ment No. 97 added. 
Reference to FASB Statement No. 94 
added, Reference to SEC Rule 4-07 of 
Regulation S-X changed to Rules 3A-02 
and 3.09. 
Note reference to FASB Statement No. 
109 added. 
Reference to SAP No. 51 changed to 
SAS No. 1, section 332. 
Reference to and quote from SAP No. 
33 changed to reference to and quote 
from SAS No. 32. 
Reference to FASB Statement No. 60 
added. 
Reference to FASB Statement No. 113 
added. 
Noted added. 
Note reference of the significance of 
changes due to FASB Statement No. 97 
added. 
Note reference to FASB Statement No. 
95 added. 
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Date 
October, 1990 
October, 1990 
October, 1990 
October, 1990 
May, 1992 
October, 1990 
October, 1990 
October, 1990 
May, 1993 
October, 1994 
October, 1990 
October, 1990 
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Reference 
Appendix A 
(Supplementary 
Data, Statement 
of Adjustments 
to Arrive at Net 
Income, and 
Statement of 
Adjustments to 
Arrive at Stock-
holders' Equity) 
Appendix A 
(Notes) 
Appendix C 
Appendix C 
Appendix D 
Appendix G 
Appendix G 
Appendix H 
(Paragraph 6) 
Appendix H 
(Paragraph 15) 
Appendix H 
(Paragraphs 38, 
39, and 40) 
Appendix H 
(Paragraph 49) 
Appendix H 
(Paragraph 50) 
Appendix H 
(Paragraphs 55, 
56, 57, 58,60 
i(2), and 60j) 
Appendix H 
(Paragraph 60f) 
Appendix H 
(Paragraph 63) 
Change 
Note reference to FASB Statement No. 
60 added. 
Date 
October, 1990 
Note reference to FASB Statement No. 
95 added; Note reference to the cessa-
tion of presenting GAAP financial 
statements added. 
Notation of significant revisions to tax-
ation of life insurance companies ad-
ded. 
Note reference revised to reflect the 
issuance of FASB Statement No. 109. 
Conformed to the terminology used in 
SAS No. 55. 
The Term "Ethics" has been changed 
to "Conduct" to conform to the termi-
nology used in the AICPA Code of Pro-
fessional Conduct. 
Revised to reflect the supersession of 
certain FASB Statement No. 60 
paragraphs. 
Reference to FASB Statement No. 97 
added. 
Notation of the supersession of the par-
agraph by FASB Statement No. 97 ad-
ded. 
Notation of supersession by FASB 
Statement No. 113 added. 
Notation of supersession of FASB 
Statement No. 91 added. 
Notation of the supersession of the par-
agraph's first sentence by FASB State-
ment No. 97 added. 
Notation of the supersession of the par-
agraph by FASB Statement No. 96 ad-
ded. 
Notation of supersession by FASB 
Statement No. 113 added. 
Reference to FASB Statement No. 97 
added. 
October, 1990 
October, 1990 
May, 1992 
May, 1992 
October, 1990 
May, 1992; 
May, 1993 
October, 1990 
October, 1990 
May, 1993 
October, 1990 
October, 1990 
October, 1990 
May, 1993 
October, 1990 
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Reference 
Appendix H 
(Paragraph 67) 
Appendix I 
(Paragraph 5) 
Appendix I 
(Paragraphs 12 
and 13) 
Appendix I 
(Paragraphs 13, 
14, and 16) 
Appendix I 
(Paragraph 17) 
Appendix I 
(Paragraph 17) 
Appendix I 
(Footnote to 
Paragraph 17) 
Appendix I 
(Paragraph 19) 
Appendix I 
(Paragraph 20) 
Appendix I 
(Paragraphs 
20—23) 
Appendix I 
(Paragraph 23b) 
Appendix I 
(Paragraph 23d) 
Appendix I 
(Paragraph 24) 
Appendix J 
Appendix J 
Appendix J 
Appendix K 
Appendix K 
Appendix L 
Appendix M 
Change 
Note reference of the supersession of 
Audits of Fire and Casualty Insurance 
Companies by Audit and Accounting 
Guide Audits of Property and Liability 
Insurance Companies added. 
Conformed to the terminology used in 
SAS No. 55. 
Note reference to FASB Statement No. 
113 added. 
Conformed to the terminology used in 
SAS No. 55. 
Reference to SAS No. 2, paragraphs 10 
through 13 changed to SAS No. 58. 
paragraphs 38 through 66 and 70 
through 72. 
Conformed to the terminology used in 
SAS No. 55. 
Conformed to the terminology used in 
SAS No. 60. 
Note reference to FASB Statement No. 
113 added. 
Note reference to proposed SSAE ad-
ded. 
Conformed to the terminology used in 
SAS No. 55. 
Tit le of SAS No. 1, section 543, 
changed to conform to SAS No. 58 ter-
minology. 
Conformed to SAS No. 70. 
Note reference to FASB Statement No. 
113 added. 
SOP 90-11 added. 
References to Audit and Accounting 
Guide Savings and Loan Associations 
deleted. 
References to Audit and Accounting 
Guide Audits of Credit Unions deleted. 
SOP 92-3 added. 
References to Audit and Accounting 
Guide Audits of Credit Unions deleted. 
SOP 93-8 added. 
SOP 94-1 added. 
In addition to the above, notes have been added to highlight areas that will be 
updated in future editions. These areas include: 
References in paragraphs 2.36 and 2.37 to exemptions from SEC 
filings that generally no longer exist may be eliminated. 
Chapter 11, Auditors' Reports, will be conformed to SAS No. 58. 
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